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RESTATEMENT OF ANTITRUST LAW: 
SALIENT FEATURES OF THE 
ATTORNEY GENERAL’S COM- 

MITTEE REPORT 


GLEN E. WESTON * 


The issuance of the Report of the Attorney General’s 
National Committee to Study the Antitrust Laws* is one 
of the most significant events in the history of the anti- 
trust laws. In the 65 years since the Sherman Act was 
enacted and in the 41 years since passage of the Clayton 
and Federal Trade Commission Acts, there has never 
been a comprehensive study of all of the major court de- 
cisions by such a distinguished group of antitrust lawyers 
and economists. In June 1953 when Attorney General 
Brownell announced the appointment of the 60-man com- 
mittee, he set as its goal a “thoughtful and comprehensive 
study of our antitrust laws.” The culmination of this 
study has already aroused considerable controversy’ and 
has stimulated a rash of Congressional investigations,’ 


* Associate Professor of Law, The George Washington University. 

1 Rep. Atry. Gen. Comm. Antitrust Laws (1955), hereinafter referred to 
as Report. 
2 In addition to the Schwartz Dissent, reprinted at 1 ANTITRUST BULLETIN 37 
(1955), see the brief symposium in 50 Nw. U. L. Rev. 305 1955) and Adams, 
Resale Price Maintenance: Fact and Fancy, 64 Yate L. J. 967 (1955) ; Mermey, 
Fair Trade: The Fundamental Issues, 1 ANTITRUST BULLETIN 125 (1955). 

8’ The Celler Subcommittee and Kilgore Subcommittee hearings are among 
me eres significant. See Digest of the Celler Hearings, 1 AntitRUST BULLETIN 

[1] 
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Since this Report appears destined to be a major in- 
fluence in the future development and interpretation of 
the Antitrust Laws, the major portion of this issue of THE 
GEORGE WASHINGTON LAW REVIEW is devoted to the ob- 
jective of providing greater understanding of the nature 
and contents of the Report. It is the purpose of the first 
article to summarize and analyze some major features 
of the Report, while the article by Mr. Malley comments 
on the Patent Chapter. The longest article of this issue 
by Mr. Bernhard focuses in greater detail on the prob- 
lem of uncovering violations of the antitrust laws, a sub- 
ject of one of the most significant legislative recommenda- 
tions of the Report—the proposed Civil Investigative 
Demand. A Comment by Mr. Gruis then treats the ap- 
plication of the antitrust laws to banking, an area not di- 
rectly treated by the Report, but indicative of one of the 
problem areas needing further exploration in any pro- 
gram of revision. Finally student editorial notes deal 
with a few particular problems discussed in the Report. 


GENERAL NATURE OF THE REPORT 


The Report is an analysis of the judicial and adminis- 
trative interpretation and application of the antitrust 
laws in the light of economic theory and business reali- 
ties.* It is not intended to be an empirical study of the 
extent of industrial concentration or of economic effects 
of antitrust enforcement. It principally endeavors “to 
mark out as clearly as possible the path antitrust has 
traveled and what it augurs for the future.” * 

Politically, the Report is a hybrid. It is not fully en- 
dorsed by the Administration. Neither is it the product 
of a completely independent group since the Attorney 
General appointed the Committee, Assistant Attorney 
General Barnes was Co-Chairman, and numerous admin- 


*See Oppenheim, Federal Antitrust Legislation: Guideposts to a Revised 
National Antitrust Policy, 50 Micu. L. Rev. 1139 (1952), for the article that 
” appointment of the Committee, and outlined what was needed. 

EPORT, 4. 
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istration representatives were on the Committee or as- 
sisted it. On the other hand, many members of the Com- 
mittee of varying persuasions were designedly chosen to 
afford a representative cross-section of views.° 

Another unique feature of this Report is that it appears 
to be directed primarily to the judiciary. Although some 
important legislative recommendations are made, the 
bulk of the Report consists of analysis of case law with 
suggested interpretations and even one recommendation 
that the Supreme Court of the United States reconsider 
a former decision.’ Co-Chairman Oppenheim has re- 
ferred to it as a “restatement.”* Never before, to the 
knowledge of the writer, has an administration- appoiiited 
study group Gidesivored to urge particular clarifying 
constructions of éxisting laws upon the judiciary and in- 
dependent administrative agencies. This is not to sug- 
gest any impropriety in such action. Indeed this appears 
to be the preferable way to clarify confused interpreta- 
tions of the antitrust laws in view of their nature as broad 
generalized prohibitions that are particularized by ju- 
dicial decisions.” 


(CENTRAL THEME OF THE REPORT 


Contrary to the prejudgments and postjudgments of 
some critics, the’ Report is a victory for antitrust. Its 


1, bear. of Co-Chairman Oppenheim before Celler Subcommittee on June 


. sig, Oppenheim, Highlights rh the Final y rae of the acne General’s Na- 


tional Committee to Study Antitrust Laws, 1 ANTITRU ULLETIN 6, 34- 

$$ Wi Agem 1955) : ites Commaittes tapughact, itn delibereticos wee geided. by 

that legislative revision should not be proposed whenever prevailing 

peers oo of interpretation and administrative policy permitted effectuation of 

oe, Committee’s proposals for resolving inconsistencies and defects short of 
egislative action. 

“Next I stress the value of the Report as a clarifying seein and restate- 
ment of important areas of substantive antitrust doctrine. This was hammered 
out in vigorous professional debate over the true meanings at judicial and ad- 
ministrative opinions whose ambiguities had aggravated the inherent uncertain- 
ties 2 antitrust about which lawyers had 

maga palachian Coals, Inc. v. United States, - 8 US. 344, 359-360 (1933). 

10 For peiudenente, see Adams, The “Rule of Reason”: Workab Gewhe. 
tition or Workable pometorat 63 Yau L. us iJ: 38 (954): 3 Kahn, A Legal and 
Economic Appraisal Acts, 63 Yate L. J. 
293 (1954) ; tears The Rule oy oat Reason, Workeble Ciaipae and the 
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central theme is a unanimous re-affirmation of our basic 
antitrust policy. Whether one agrees with the Majority 
that its recommendations strengthen the antitrust laws or 
with a few dissenters that the Report weakens the anti- 
trust laws,” it is nevertheless true that it does not substan- 
tially alter the basic antitrust policy. Several recommen- 
dations for legislative action are made, but these are 
mostly peripheral and are not directed at the fundamen- 
tal prohibitions of the antitrust statutes. 


THE SHERMAN ACT 


The Sherman Act as the basic antitrust statute pro- 
hibits in Section 1 “every-contract, combination or con- 
spiracy ... in restraint of trade or commerce... .””™ 
and in Section 2 “monopolizing or attempting to mo- 
nopolize any part of trade or commerce... .” ** The Act 
is, in Chief Justice Hughes’ widely-quoted words, “a 
charter of [economic] freedom” that has “a generality 
and adaptability comparable to that found to be desirable 
in constitutional provisions.”** Despite the incredible 
simplicity of the statutory language there has been super- 
imposed a formidable judicial gloss that gives to anti- 
trust law an aura of mysticism. The most troublesome, 
yet mitigating, judicial interpretation is the “Rule of 
Reason,” which stems from the 1911 Standard Oil** and 


Legality of Trade Association Activities, 21 U. Cur. L. Rev. 527 (1954); for 
postjudgments, see Digest of the Celler Hearings, 1 AntiTRUsT BULLETIN 189 
(1955) ; the articles cited supra note 2, and Arnold, The Economic Purpose of 
Antitrust Laws, 26 Miss. L. J. 207, 210 (1955). 

11 Report, 2: “The Committee unanimously adheres to antitrust fundamen- 
tals with full vigor. Although many forces and other Government policies have 
materially promoted our creative American economy, we believe the antitrust 
laws remain as one of the most important.” 

12 See Prof. Schwartz’ dissent, Report, p. 390: “The Majority Report would 
weaken the antitrust laws in a number of respects, and, even more important, 
it fails to adopt necessary measures for strengthening the law so as to create 
a truly competitive economy in this country.” Prof. Alfred E. Kahn concurred 
in the view that “the individual proposals of the Report add up, as a whole, to 
a substantial weakening of the antitrust laws.” Prof. Walter Adams also 
agreed with the substance of the Schwartz dissent. 

1826 Stat. 209 (1890), 15 U.S.C. §1 (1952). 

1426 Stat. 209 (1890), 15 U.S.C. §2 (1952). 

15 Appalachian Coals, Inc. v. United States, 288 U.S. 344, 359-360 (1933). 

16 Standard Oil Co. of New Jersey v. United States, 221 U.S. 1 (1911). 
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American Tobacco Company™ cases. One of the high- 
lights of the Report is the Committee’s summary of the 
“teachings” of these cases: 


(1) . . . The Standard Oil opinion defines the object of the 
Sherman Act . . . as the prohibition of all “contracts or acts 
which it was considered had a monopolistic tendency, especially 
those which were thought to unduly diminish competition,” and 
of acts “producing or tending to produce the consequences of 
monopoly.” 

(2) Construing both sections, the Rule of Reason as the 
general rule of construction in all Sherman Act cases requires 
interpreting the Act in the light of a broad public policy favor- 
ing competition and condemning monopoly. While S tandard — 
gave the courts discretion in interpreting the word “every” 
Section 1, such discretion is confined to consideration of whether 
in each case the conduct being reviewed under the Act consti- 
tutes an undue restraint of competitive conditions, or a mo- 
nopolization, or an attempt to monopolize. This standard per- 
mits the court to decide whether conduct is significantly and 
unreasonably anticompetitive in character or effect; it makes 
obsolete once prevalent arguments, such as, whether monopoly 
arrangements would be socially preferable to competition in a 
particular industry, because, for example, of high fixed costs 
or the risks of “cut-throat” competition or other similar unusual 
conditions. 

(3) Certain forms of conduct, such as agreements among com- 
competitors to fix market price or control production, are “con- 
clusively presumed to be illegal, by reason of their nature or 
their necessary effect,” so that they can quickly and positively 
be adju violations of the Sherman Act. In such cases, in- 
quiry under the Rule of Reason is over once it has been decided 
that the conspiracy or agreement under review in fact consti- 
tutes price rigging or production control. For further example, 
group boycotts are deemed unreasonable as clearly anticompeti- 
tive in character or effect... .** 


The Committee hesticeuitie makes no recommenda- 
tion for change of the “per se” offenses but merely en- 
deavors to clarify the semantics involved. 


Intra-Enterprise Conspiracy 


In a series of decisions in recent years* the Supreme 
Court has intimated that in some instances a parent cor- 


17 United States v. American Tobacco Co., 221 U.S. 106 (1911). 

18 Report, 11-12. 

19 United a v. Yellow Cab oe. 332 U.S. 218 (1947); Kiefer-Stewart 
Co. v. Joseph E. Seagram & Sons, Inc., 340 U.S. 211 (1951); Timken Roller 
Bearing Co. v. United States, 341 US. 593 (1951). 
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poration can be held to have violated the Sherman Act 
by combining and conspiring with one or more of its sub- 
sidiary corporations. This “intra-enterprise conspiracy” 
doctrine alarmed many corporate lawyers who feared 
that its expansion could spell an end to the use of sub- 
sidiary corporations. At least it did create doubts as to 
the validity of price fixing or territorial division agree- 
ments between parent and subsidiary. The Report rein- 
terprets these decisions and arrives at the conclusion that 
no such result is required by them. Emphasizing the 
sound business reasons that often induce the use of sub- 
sidiaries the Report states that “nothing in these opinions 
should be interpreted as. justifying the conclusion that 
concerted actions solely between a parent and subsidiary 
or subsidiaries, the purpose and effect of which is not 
coercive restraint of the trade of strangers to the cor- 
porate family, violates Section 1.”” The Report can- 
didly admits that this interpretation conflicts with the 
theory of some Federal Trade Commission complaints™ 


but asserts that it is not inconsistent with any cases filed 
by the Antitrust Division. “It is obviously unrealistic to 
expect . . . wholly-owned affiliates to compete.” The 
Committee therefore recommends that “Insofar as the 
decision in Ktefer-Stewart . . . may be considered to rest 
on such a hypothesis, we recommend that the Supreme 
Court reconsider it.” ” 


Conscious Parallelism of Action 


A series of decisions permitting the use of circumstan- 
tial evidence to prove conspiracy has slowly evolved into 
what is now referred to as the “conscious parallelism of 
action” theory or “implied conspiracy” doctrine.” ‘“Con- 


20 Report, 34. 
21 Distillers Corporation—Seagrams, Ltd., 3 CCH Trave Rec. Rep. J 11,203 
(9th ed. 1952). poe _— 
22 Report, 36. 
28 Interstate Circuit, Inc. v. United States, 306 U.S. 208 (1939); Federal 
rade ion v. Cement Institute, 333 U.S. 683 (1948) ; Triangle Conduit 
& Cable Co. v. Federal Trade Commission, 168 F.2d 175 (7th Cir. 1948), afd. 
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scious parallelism” is assailed by the Committee as “an 
inartful label.” * Although its meaning is far from clear, 
its general reference is to the use of evidence that com- 
peting concerns have knowingly followed each other’s 
prices, output policies, or identical restraints. Some have 
interpreted these decisions as declaring in effect that it 
is unlawful for competitors to knowingly (although with- 
out agreement) adhere to the same prices. The Report 
rejects such an interpretation and concludes that uniform 
business behavior is not a substantive antitrust offense. It 
is only circumstantial evidence of an agreement which 
will vary greatly in probative value from case to case.” 


SECTION 2 OF THE SHERMAN ACT 


Section 2 of the Sherman Act prohibits “monopoliz- 
ing,” attempting to monopolize or combining or conspir- 
ing to monopolize any part of interstate or foreign com- 
merce.** Complaint has long been made that the econo- 
mist’s and the lawyer’s definitions of “monopolize” differ 
markedly. The Report states that “Monopolizing under 
Section 2 consists of monopoly in the economic sense— 
that is, power to fix prices or to exclude competition— 
plus a carefully limited ingredient of purpose to use or 
preserve such power.”™ Specific intent is not required. 

Key problems involved in Section 2 include the per- 
plexing one of defining the “market” and the crucial de- 
termination of how the existence of monopoly power is 
to be measured. The definition of the relevant market 
may require rigorous inquiry not only as to what differ- 
entiated products are competitive (and what ones are 
only non-competitive substitutes) but also what geo- 
graphical areas constitute an identifiable economic mar- 


tise Clayton Mark & Co. v. Federal Trade Commission, 336 U.S. 956 
24 Repost, 36. 
25 Report, 39. 
26 26 Stat. 209 (1890), 15 U.S.C. §2 (1952). 
27 Report, 43. 
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ket. The Majority of the Committee endorses the lan- 
guage of Times Picayune: 


For every product, substitutes exist. But a relevant market can- 
not meaningfully encompass that infinite range. The circle must 
be drawn narrowly to exclude any other product to which with- 
in reasonable variations in price, only a limited number of buyers 
will turn; in technical terms, products whose “cross-elasticities 
of demand” are small.”* 


A minority would require that substitute products be “ex- 
tremely close to be included.” ” 

On the crucial problem of the means of measuring mo- 
nopoly power the Committee lists as factors to be con- 
sidered (1) the relative size and strength of competitors, 
(2) freedom of entry, (3) consumer demands, and (4) 
“behavior bearing on control over price and competitive 
opportunity,” including in the latter (a) “the course of 
prices,” (b) “their flexibility” and (c) “relation to price 
trends in other industries,” (d) “price competition 
among firms” and (e) “the presence or absence of trade 
customs tending to reduce price competition.” *” This is 
a strong endorsement of the “interactionist” viewpoint 
that actual market performance as well as market struc- 
ture should be weighed in deciding whether monopoly 
power exists.” 


FOREIGN COMMERCE 


Wide disagreement among Committee members is re- 
flected in the study of the application of the Sherman Act 
to foreign commerce. The Committee made no factual 
study to ascertain whether the antitrust laws have helped 
or hindered foreign commerce but chiefly endeavored to 
clarify the existing statutory standards. After analyzing 
the cases the Report states its interpretation of the extra- 
territorial application of the Sherman Act as follows: 


28 Report, 47. 

29 Report, 46-47. 

80 Report, 49-50. 

81 See Oppenheim, supra note 4 at 1190. 
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. the Sherman Act applies only to those arrangements be- 
tween Americans alone, or in concert with foreign firms, which 
have such substantial anticompetitive effects on this country’s 

“trade or commerce . . . with foreign nations” as to consti- 
tute unreasonable restraints. 

We believe that conspiracies between foreign competitors alone 
should come within the Sherman Act only where they are in- 
tended to, and actually do, result in substantial anticompetitive 
effects on our foreign commerce. . . .™ 

“Trade and commerce . . . with foreign nations” em- 
braces “not only the import and export flow of finished 
products, their component parts and adjunct services, but 
also, as in domestic commerce, capital investment and 
financing.” * 

The Majority declined to make recommendations on 
the need for new international agreements to curb re- 
straints of trade, such as the proposed United Nations 
Treaty on Restrictive Trade Practices, principally be- 
cause it had not made factual findings and felt that this 
was a matter of international relations.** Dean Rostow 
of Yale Law School, joined by Wendell Berge, dissented 
vigorously, calling this failure of the Committee to take 
a stand on an agreement that would “protect the Ameri- 
can economy against exploitation by foreign cartels” “the 
most serious single defect in our Report.” * 

The Majority took note of the widespread criticism of 
the Webb-Pomerene Act” that exempts certain export 
trade associations from the antitrust laws. It concluded 
that the Act is largely innocuous” but may “possibly” 
help small business to deal with foreign combinations so 
should not be repealed. Dean Rostow and several com- 
mittee members dissented, calling Webb-Pomerene “an 
experiment which has failed” and urged its repeal.” 


82 Report, 76. 

33 Report, 79-80. 

84 Report, 98. 

35 Report, 99. 

36 40 Stat. 516 (1918), 15 U.S.C. §61 et seg. (1952). 
37 Report, 113-114. 

38 Report, 114. 
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MERGERS UNDER THE CLAYTON ACT 


Section 7 of the Clayton Act of 1914 attempted to 
prohibit elimination of competition by acquisition of 
stock of competing corporations. In 1950 the Celler 
Act“ amended Section 7 to prohibit asset acquisitions 
because this had proved to be a loophole that had ren- 
dered Section 7 nugatory.“ The amended act prohibits 
stock or asset acquisitions where “the effect of such acqui- 
sition may be substantially to lessen competition or to tend 
to create a monopoly” “in any line of commerce in any 
section of the country.”“ (Emphasis added) 

Almost everyone agrees that this section, like the re- 
mainder of the Clayton Act, is designed to prevent re- 
straints of trade in their incipiency. There is, however, 
great controversy over what prospective anticompetitive 
effect needs to be shown to establish a violation. The 
Committee Majority approves the recent FTC opinion 
in Pillsbury Mills* that rejects a per se “quantitative 
substantiality” test “* and requires full inquiry into all of 
the relevant economic factors. Several Committee mem- 
bers dissented from this endorsement.“ 

The Majority expressed no grave concern over merg- 
ers but emphasized that “mergers are a common form of 
growth” that “may ease from the market companies 
which have failed in the competitive struggle and thus 
prevent . . . bankruptcies,” and also that mergers “may 
spur operating economies by spreading overhead costs or 
enabling improved technology or management.”* Al- 
though the Committee’s self-imposed limitation pre- 

8° 38 Sra. 731 (1914), 15 U.S.C. § 18 (1952). 

4064 Srar. 1125 (1950), 15 U.S.C. § 18 (1952). 

41 See Hernacki, Mergerism and Section 7 of the Clayton Act, 20 Geo. Wasu. 
L. Rev. 659 (1952). 

4264 Srat. 1125 (1950), 15 U.S.C. §18 (1952). 

48 Pillsbury Mills, Inc., F.T.C. Docket No. 6000 (1953), 3 CCH Trave Rec. 
Rep. 11,582 and 11,604 (9th ed., 1952). 


(19a) Standard Oil Co. of California v. United States, 337 U.S. 293, 310 
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cluded factual analyses of the current merger trend, it is 
to be regretted that the Committee failed to call attention 
to some practical obstacles to effective enforcement of 
Section 7. The present informal clearance program of 
the Antitrust Division is a purely voluntary procedure, 
and even when invoked an adverse ruling is only advisory 
to the companies desiring to merge. If the companies do 
not seek clearance, the merger may sometimes be accom- 
plished through acquisition of the assets of a competitor 
before either the Antitrust Division or the FTC can act. 
Once consummated a competitor disappears, and it is im- 
possible to restore completely the pre-existing competitive 
situation. It would not seem unreasonable to require ad- 
vance submission of plans for mergers, consolidations or 
asset acquisitions to the Antitrust Division by the largest 
concerns so that the Antitrust Division would have ample 
time to seek preliminary injunctive relief in the courts 
prior to consummation of the merger if it felt a violation 
was involved. This type of proposal need not go to the 
extreme recommended, by a Minority of the Committee 
that large corporations be required to obtain advance ap- 
proval and that they be required to sustain a heavy bur- 
den of proof to justify mergers.“ 

Neither did the Majority take note of ‘the apparent 
ability of merging corporations to thwart the FTC in a 
Section 7 cease-and-desist proceeding by the simple ex- 
pedient of consummating the merger.“ 

Another shortcoming of this part of the Report is its 
apparent lack of concern over the recent merger move- 
ment. Studies of both the Antitrust Division and the 
Federal Trade Commission give little reason for the opti- 
mism displayed by the Report. 


47 Report, 128. 


48 The FTC is not expressly given power to seek oe payee injunctive re- 
lief. Perhaps such a suit by the FTC may be permitted to preserve its juris- 
diction. Board of Governors y. Transamerica Corp., 184 F2d 311 (Sth Cir. 
1950). — authorization of preliminary injunctive relief is desirable 
to aid the FT enforcing Section 7. 
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ANTITRUST POLICY IN DISTRIBUTION 


The Chapter on Distribution is probably the most con- 
troversial part of the Report. The basic assumption un- 
derlying this Chapter is that modern distribution chan- 
nels (such as chain stores, department stores and mail- 
order houses) that integrate some of the traditionally 
separate functions of retailer, wholesaler, jobber and 
broker do not constitute a threat to competitive distri- 
bution, but may be beneficial to consumers and compe- 
tition. 


RESALE PRICE MAINTENANCE AND “FAIR TRADE” 


The Committee’s strongest epithets appear in its rec- 
ommendation for abolition of “Fair Trade” pricing“ 
through repeal of the Miller-Tydings® and McGuire 
Acts™ that exempt resale price maintenance agreements 
on branded commodities and their enforcement against 
nonsigning dealers from the antitrust laws. Backed by 
some of the most powerful lobbying forces in the Na- 
tion™ and some respectable economic authority™ resale 
price maintenance will be eliminated, if at all, only after 
an excruciating struggle. 

The Majority, however, dauntlessly denounced “Fair 
Trade” as a device which may be used “for relieving dis- 
tributors from the rigors of price competition” and which 
is thus “at odds with the most elementary principles of a 
dynamic free enterprise... .” “The throttling of price 
competition . . . that attends ‘Fair Trade’ pricing is... 

49 “Fair Trade” pricing, as everyone knows, is the system of pricing whereby 
the manufacturer or producer of a trade-marked commodity is permitted to 
establish by contract minimum or stipulated wholesale and retail prices to 
which both contracting and non-signing wholesale and retail dealers must ad- 
here in resale of such commodities. State statutes authorize such agreements 
and their enforcement against nonsigners. Federal legislation is only for the 
purpose of exempting their enforcement from the antitrust statutes. 

50 50 Srar. 693 (1937), 15 U.S.C. §1 (1952). 

5166 Star. 632, 15 U.S.C. §45 (1952). 

52 The National Association of Retail Druggists was the group most instru- 
mental in securing passage of “Fair Trade” laws. The American Fair Trade 
Council is another group that has been formed to promote “Fair Trade.” 


58 Adams, Walter, supra note 2; Mermey, supra note 2; WeicEL, THE Farr 
Trave Acts (1938); Branpgis, BustneEss—A Proression 243 (1941). 
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a deplorable yet inevitable concomitant of federal ex- 
emptive laws.” It also “facilitates horizontal price-fixing 
efforts on the manufacturing and each succeeding dis- 
tributive level.” 

Some Committee members expressed concern that re- 
peal should be accompanied by supplanting legislative 
to preclude loss-leader practices and permit protection of 
good will of brand names. Other members flatly opposed 
repeal because of “beneficial results” of “Fair Trade” 
pricing “for many small businessmen.” * 

The Majority stand is salutary. Fair Trade has not 
only exacted an immeasurable toll from the consumer in 
an inflationary period when price cutting is not a serious 
problem but has also become extremely burdensome in 
its enforcement against the brazen “discount house.” * 
Ironically, “Fair Trade” pricing has been the principal 
stimulus for the rise of the “discount house” that threatens 
the existence of many of the small retailers for whose 
benefit Fair Trade is so often defended. 


PRICE DISCRIMINATION 


The Robinson-Patman amendment to Section 2 of the 
Clayton Act™ which prohibits discrimination in price 
between different purchasers of commodities of like 
grade and quality was singled out for caustic comment by 
the Report. The Committee indicated that, despite the 
Act’s prolix and perplexing language, consistency with 
the Sherman Act could be attained by a reasonable con- 
struction of the various ambiguous provisions. Guides 
for interpretation were given for each provision. The 
“like grade and quality” criterion is intended to “reason- 
ably . . . confine the price discrimination statute to com- 

54 Report, 154. 


55 Report, 155. 


56 The discount house and the trade-in practice have created such an enforce- 
ment problem in the major electrical appliance gy oad that two —_ 
manufacturers, General lectric and Westinghouse, have recently announced 
abandonment of “Fair Trade” pricing on some major pa ws 

57 49 Srat. 1526 (1936), 15 U.S.C. $13 (1952). 
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parable private business transactions.” “Actual and gen- 
uine physical differentiations” between products and 
“ndt merely a decorative or fanciful feature” are needed 
to remove price differentials from the reach of the Act.” 
The Majority approved FTC holdings that “private 
brand” merchandise may be of the same grade and qual- 
ity as the producer’s branded product when the only dif- 
ferences are trade marks and decorative features.” 


Competitive Injury 


The Robinson-Patman Act prohibits price discrimi- 
nation only when the effect “may be substantially to lessen 
competition or tend to create a monopoly in any line of 
commerce, or to injure, destroy, or prevent competition 
with any person who either grants or knowingly receives 
the benefit of such discrimination, or with customers of 
either of them.”® After extensive analysis of the con- 
flicting decisions under this Section, the Majority en- 
dorsed recent FTC rulings that place the burden of proof 
on the FTC™ (or the plaintiff in private litigation) and 
that require a showing of a reasonable probability of in- 
jury to “competition in the market rather than hardship 
to individual businessmen.” A special plea for care- 
fully drafted FTC orders is made to prevent such orders 
from lessening the vigor of competition.” 


Quantity Limits Proviso 


Although cost justification is a defense, a proviso of 
the Act nevertheless empowers the FTC to fix quantity 
limits on which discounts may be granted when it finds 
that available purchasers in greater quantities are so few 
as to render discounts on such greater quantities “un- 
justly discriminatory” or “promotive of monopoly in any 


58 Report, 157. 

59 U.S. Rubber Co., 46 tT 1950). 

6049 Star. 1526 (1936), 13 (1952). 

61 General Foods Co., ate t No. 5675 (1954). 
62 REPORT 


, 164. 
63 Report, 167-169. 
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line of commerce.” “* Only once has the FTC used this 
power, directed at the sales of “private brand” tires to 
mail order houses and oil companies.” Even though this 
rule has not yet been put into effect, the Majority deplores 
“this... penalizing of the quantity discount system” and 
denounces the proviso as “ineptly sanctioning a crude 
form of price-fixing by administrative fiat... .”® 


Meeting Competition Defense 


Section 2(b) of the Act permits the rebutting of a 
prima facie price discrimination case by showing that 
the lower price was “made in good faith to meet an 
equally low price of a competitor.” The Majority sug- 
gests important guides to prevent this defense from being 
undermined. 


(1) A seller (who meets a lower price of a competitor) should 
be deemed to have met a “lawful” price unless he knew or had 
reason to believe otherwise. 

(2) The good faith defense should permit the seller to meet 
competitive pressures as long as they exist—not merely on spo- 
radic occasions. 

(3) Undercutting a competitor’s price should not be a viola- 
tion if the seller reasonably believes the granting of a lower 
price would merely meet his competitor’s price. 

(4) The good faith proviso should not be confined to purely 
defensive reductions to retain existing customers but should be 
allowed to be used aggressively to secure new customers. 


' The Committee felt that reasonable interpretation 
along these lines would eliminate the need for corrective 
legislation but did propound a new proviso that could be 
adopted if needed. 


OTHER PROVISIONS OF ROBINSON-PATMAN ACT 


The Committee’s comments on Section 2(c)* which 
prohibits payment of “brokerage allowances” “except for 
services rendered” were quite caustic. After indicating 


64 49 Stat. 1526 (1936), 15 U.S.C. §13(a) (1952). 


65 Quantity-Limit Rule 203-1, 17 Frep. Rec. 113 (1952). 
66 REPORT. 


6 49 Stat. 1526 (1936), 15 U.S.C. §13(c) (1952). 
68 Report, 181-184. 
69 49 Srat. 1526 (1936), 15 U.S.C. §13(c) (1952). 
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that the provision has developed into a proscription of 
payments to all distributive intermediaries except wholly 
“independent” brokers, the Report termed this interpre- 
tation “at odds with broader antitrust objectives,” because 
it creates a “virtual legal monopoly . . . on one type of 
middleman” that “clogs competition in the channels of 
distribution” and “exacts tribute from the consumer for 
the benefit of a special ... class.” Legislation is therefore 
recommended “to restore the original vigor of the excep- 
tion ‘for services rendered’ in Section 2(c).”” 

Section 3, sometimes called the Borah-Van Nuys Act,” 
is the only criminal provision in the Robinson-Patman 
Act. It has been a dead<letter so far as criminal prosecu- 
tions are concerned but has paradoxically assumed more 
importance in civil actions that it does not specifically 
authorize.” The Committee expresses doubt as to 
whether it contains ascertainable standards of guilt re- 
quired to sustain constitutionality under the due process 
clause.” Moreover, the conclusion is reached that it 
should be repealed as “harsh” and “dangerous surplus- 
age.” 

On the whole the Committee’s recommendations on the 
Robinson-Patman Act are sound. The Act undoubtedly 
had for its major purpose the protection of the independ- 
ent distributor—retailer, broker or wholesaler—against 
the inroads of chain-store competition. Due in part to its 
ambiguity and in part to unenlightened mechanical in- 
terpretation it has fallen far short of its original purpose 
and has also come into conflict with basic Sherman Act 
policies of maintaining effective competition in distribu- 
tion. Nevertheless, the fundamental prohibition of un- 
justified price discrimination is needed. Although chain 
stores should be permitted to compete vigorously, they 
i ae ees Ee ay ken) tent Tare UP 

12.49 Star. 1528 (1936), 15 U.S.C. §13(a) (1952). 

72 There have been no convictions under Borah-Van Nuys. But a few plain- 
tiffs have been successful in use of this aig in “wk actions. Balian Ice 
Cream Co. v. Arden Farms Co., 94 F.Supp. 796 (S.D. Cal. 1950); Hipps v. 


Bowman Dairy Co., 1951 CCH TRavE Cases {| 62,859 (N-D. Ill. 1951). 
78 Report, 201. 
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should not be allowed to gain unfair advantage by coerc- 
ing price concessions not justified by corresponding cost 
savings. 

LABOR UNION EXEMPTION 


A special feature of the Report calculated to make 
blood pressures rise sharply is its treatment of the legis- 
lation exempting labor unions from the scope of antitrust 
laws. After a penetrating discussion of the statutes and 
decisions, the Committee summarizes its analysis of three 
“interlocking statutes”—Sections 6 and 20 of the Clayton 
Act“ and the Norris-LaGuardia Act™—as leaving three 
types of commercial restraint by unions vulnerable to 
antitrust proceedings: 

(1) Where the union engages in fraud or violence . . . or 
achieves some direct commercial restraint. 

(2) Where the union activity is not in the course of a labor 
dispute as defined in the Norris-LaGuardia Act... . 

(3) Where a union combines with some nonlabor group to 
effect some direct commercial restraint."® 

The Majority concludes that “reported cases indicate 

. that some unions have engaged in some practices 
aimed directly at commercial market restraints by fixing 
the kind or amount of products which may be sold in any 
area or their market price.” ‘These are condemned as 
running “counter to our national antitrust policy.” ™ 

The Majority therefore recommends new legislation 
to narrow the scope of union exemption by circumscrib- 
ing union activities that coerce employers to participate 
in or submit to market control or commercial restraints. 
The Committee outlines its recommended legislation as 
follows: 

(a) It should cover only specific union activities which have 

as their direct object direct control of the market, such as fixing 
the kind or amount of products which may be used, produced 


or sold, or the number of firms which may engage in their pro- 
duction or distribution. . . . 


(b) Unlike the present Labor-Management Relations Act, the 


7 38 Stat. 731, 738 (1914), 15 U.S.C. §17 (1952), 29 U.S.C. §52 (1952). 
75 47 Srat. 70 (1932), 29 U.S.C. $101 et seg. (1952). 
76 Report, 299-300. : 


77 Report, 304 
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Government should have power to proceed, on its own initia- 

tive, without formal complaints from others. . . 

(c) Unlike the Sherman Act, such legislation should not con- 

tain provisions for private injunction... .™ 
Economist Walter Adams dissented on the basis of the 
vagueness of the proposal, expressing fear that it might 
be construed to prohibit some normal union activities.” 

The recommendation is admittedly rather vague. Per- 

haps this is necessarily true. The factual assumptions 
about union activities which constitute commercial re- 
straints are derived solely from what “reported cases in- 
dicate.” The Committee wisely refrained from drafting 
a statute in this volatile area of human relations without 
a much more comprehensive factual investigation and 
consideration of over-all labor policy. It is regrettable, 
however, that no mention was made of the equally serious 
problem of union mergers that may be paralleling the 
industrial merger wave. Additionally, union investments 
and employee-incentive contracts are giving rise to re- 
straint of trade problems that will call for Solomonic 
wisdom. These are highly relevant in any consideration 
of new legislation touching on the labor union exemp- 
tions. 


ANTITRUST ADMINISTRATION AND ENFORCEMENT 


The Report takes note of the inadequacy of present 
civil investigative machinery of the Antitrust Division 
and therefore recommends legislation authorizing the 
Attorney General to issue a “Civil Investigative De- 
mand.”* This would require the production of existing 
correspondence and other relevant business records and 
would be enforced by a court order and contempt pro- 
ceedings for disobedience of the court order. 

The Minority recommendation for increasing the 
maximum fine for Sherman Act violations from $5,000 
to $50,000 has already been enacted™ as have also the 


78 Report, 304-305. 


346-347. 
1\Pub. L. No. 135, 84th Cong., Ist Sess. (July 7, 1955). 
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recommendations for allowing the government to re- 
cover actual damages and to establish a four-year statute 
of limitations for private damage actions.” 

The enforcement chapter is somewhat disappointing 
in its failure to indicate the need for more systematic in- 
vestigation and enforcement by both the Antitrust Di- 
vision and the FTC based upon economic studies of mar- 
kets rather than upon the haphazard method of investi- 
gating principally when a complaint is made. The Re- 
port could also have been improved by a more expansive 
study of the part played by the FTC in enforcement of 
the antitrust laws. Although the FTC has made signifi- 
cant progress in the last few years, its procedure may 
still be cumbersome and often ineffective. Coordination 
with Antitrust Division investigation and enforcement, 
though it has been improved and would be improved 
even more by the Committee’s recommendations, is not 
likely to be more than on an unsatisfactory ad hoc basis 
until a permanent high-level coordinating group is es- 
tablished. 


CONCLUSION 


The Attorney General’s Committee Report is, there- 
fore, a most significant document. It is masterfully 
phrased and penetrating in its analysis. Intended pri- 
marily as a guide to judicial interpretation and admin- 
istrative enforcement, it also makes important legislative 
recommendations. Adherence to most of its guides and 
recommendations would materially. strengthen the anti- 
trust laws and furnish businessmen with more guidance 
as to what conduct is proscribed by the antitrust laws. 
The Report is not intended to be a substitute for a much- 
needed comprehensive but objective empirical study of 
competitive conditions and the economic and sociological 
effects of antitrust enforcement. It is destined to exercise 
strong influence in future interpretation of the antitrust 
laws. | 


82 Pub. L. No. 137, 84th Cong., Ist Sess. (July 7, 1955). 





PATENT ANTITRUST PROBLEMS AND THE 
ATTORNEY GENERAL’S REPORT 


JOHN W. MALLEY * 


The chapter devoted to Patent Antitrust problems in 
the Attorney General’s Report, though brief, is excel- 
lently presented and covers substantially the whole field 
of antitrust problems involving patents. Various aspects 
of patent acquisition, patent licensing, patent interchange 
or pooling are fully covered as is the misuse doctrine in 
connection with patent infringement suits. It would be 
presumptious to attempt to cover in a comment of this 
brief length the broad field of subjects which the Com- 
mittee has so carefully reviewed and presented. It would 
not be an over statement to say that this section of the 
Report surpasses in its scope anything which has been 
written on the subject. In approximately thirty-five 
printed pages the reader is made familiar with substan- 
tially all of the problems of patent licensing and misuse. 
The recommendations made seem sound, and lawyers 
both in general and specialized patent practice will find 
in the Report an up to date foundation for evaluating 
most patent antitrust problems which may arise in their 
practices. The Report will, no doubt, be cited by counsel 
in future patent litigation involving antitrust and misuse 
questions, and the majority views and recommendations 
of the Committee appear to be most worthy of considera- 
tion by the courts. 

It was not regarded as practical within the limits of 
this comment to attempt a discussion of the content of 
the chapter under each heading. Instead, the writer 
offers certain of his own observations under three broad 
headings relating to antitrust abuses and defenses in 
respect to: (a) Patent Office issuance procedures, (b) 
commercial use of patents, and (c) infringement suits. 


* Member of the Bar of the District of Columbia and of the firm of Cushman, 
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PATENT OFFICE ISSUANCE PROCEDURES AND 
ANTITRUST ABUSE 


The Committee states that the subject of Patent Office 
issuance procedures was beyond the scope of its inquiry, 
observing, however, (a) that a patent issued and later 
held invalid constitutes a restraint on competition not 
within the intended scope of the patent laws, and (b) 
that “weak” patents may afford an undeserved cloak of 
immunity and leverage for anticompetitive activity and 
antitrust abuse.* 

There might be cause for concern if the Patent Office 
too generously granted undeserved patents of a sweep- 
ing scope which tend to dominate all practical variations 
of an invention, and if the patent grant was difficult or 
impossible to contest. The writer believes a study of 
Patent Office issuance procedures would establish that 
patentees are seldom granted patents of such scope as to 
prevent effective competition, and might even show that 
in a great number of cases the patent received is of a 
scope inadequate to attract such investment capital as the 
invention deserves. 

While patents should be regarded as prima facte valid 
by reason of their grant,’ there is no lack of willingness 
on the part of competitive business to infringe and then 
to contest their validity in the courts, where the odds have 
greatly favored the infringer. This has been true at least 
in the last twenty years because of the strict test of inven- 
tion which has been applied by the courts.’ It should 
be kept in mind that the breadth of a patentee’s monopoly 
depends on the scope of the claims which he has been 
granted by the Patent Office,‘ and these are more often 
much narrower than the real contribution which the in- 
ventor makes to the public. A patentee dedicates or 


1 Report OF THE ATTORNEY GENERAL’s NATIONAL CoMMITTEE TO STUDY THE 
Antitrust Laws, 223 (March 31, 1955). Hereafter referred to as Report. 
Ae Stat. 812 (1952), 35 U.S.C. § 282 (1952). 
Lyon v. Bausch & Lomb Optical Co., Se ee ae 
os ita Picture Patents Co. v. Universal Film Mfg. Co., 243 U.S. 
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surrenders to the public all he discloses in his patent ex- 
cept so far as is reserved by its claims.’ 

The path of the patentee has not been an easy one. 
He first faces the test of invention® and the limitations 
imposed on his claims by the Patent Office. The claims 
of patent applications are carefully considered by a staff 
of Examiners who are scientifically trained. The nucleus 
of this staff is a group of technically and legally trained 
men of long experience in their work who are experts in 
the arts which they handle. There is no body of men in 
any branch of government service more capable or more 
devoted to the protection of the public interest. When 
the patentee has obtained his patent, he must not license 
or otherwise use it in violation of the antitrust laws, or 
he may not enforce his patent.’ If he has obtained a 
patent with claims broad enough to encompass the com- 
petition which arises, he again must face the severe test 
of invention in the courts. 

The writer does not feel that these requirements im- 
posed on the patentee are too harsh, except perhaps in 
the case of the too severe test of invention as has been 
applied by the courts, but does suggest that they are now 
severe enough, if the purpose of the patent system to en- 
courage investment of risk capital is to be carried out. 

The Committee report mentions the use of “weak” pat- 
ents as a cloak for antitrust abuse. This must have been 
intended to refer to patents granted for “weak” inven- 
tions; i.¢e., patents covering developments previously 
known in the art. or which disclose improvements of such 
insignificant nature that “invention” is not present. A 
“weak” patent, however, does not necessarily mean a 
weak invention. There are many “weak” patents which 
disclose really worthwhile inventions, but which have 

5 Picard v. United Aircraft Corp., 128 F.2d 632, 637 (2d Cir. 1942). 

* There are many negative rules of invention which are applied. For instance, 
(a) mere mechanical skill is not invention; (b) a of new or different 
materials may not be invention; (c) changes of size, degree, or form may 
not be invention; (d) reversal, unification, or multiplication of parts may not 


be invention, etc. 
7 Morton Salt Co. v. Suppiger, 314 U.S. 488, 492, 493 (1942). 
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such narrow and restricted claims that hardly any re- 
straint is imposed on competition in the practice of the 
invention which is disclosed. The owners or financial 
backers of such patents are not afforded a market in which 
they can invest “without fear of competition.” * 

Persons unfamiliar with the significance of the claims 
of a patent, as distinguished from its disclosure, are in- 
clined to assume that the knowledge imparted to the 
public by a patent does not become available for use 
until the patent expires, or until it is held invalid. Such 
is not the case. The majority of patents are so limited 
in their claims, either by the patentee’s attorney, or by 
the requirements of the Patent Office, that a wide field 
of application of the invention is at once left open to the 
public; 1.e., at the time of issuance of the patent rather 
than at its expiration seventeen years later. What the 
claims of a patent do not cover is most often of greatest 
importance to the competition which arises, for many 
“weak” patents (though based on real inventions) leave 
open a wide field in which others may operate at once, 
or in which they are encouraged to experiment in devel- 
oping competing articles, machines or methods as good 
as, or superior to the particular embodiment which the 
patentee was permitted by the Patent Office to cover by 
his claims. 

Based on an experience of more than twenty years of 
practice, the writer is confident that the Patent Office has 
been vigilant in protecting the rights of the public, and 
on the whole has not granted claims of sweeping scope 
covering the entire disclosures of patents, except where 
the inventive quality of the patentee’s teachings clearly 
warranted it. It is in the exceptional case only that the 
patentee is afforded “a market within which (he) can 
invest and induce others to invest without fear of compe- 
tition,’ rather than this being a common occurrence or 
condition as may be suggested in the Committee Report.’ 


8 Report, 225. 
® Ibid. 
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It is true that a patent issued and later held invalid 
may have for a time imposed an unwarranted restraint 
on competition, and thus may be a matter of antitrust con- 
cern. While continued improvement and strengthening 
of Patent Office issuance procedures is desirable to re- 
duce the number of invalid patents, it is hardly to be 
hoped that a time will arrive when the courts will uphold 
the validity of a// patents issued by the Patent Office. It 
has not been suggested that the procedures of the Patent 
Office might be improved or prolonged to a point where 
patents could be regarded as incontestable by reason of 
their grant. There is no serious suggestion that the courts 
should not continue to re-examine the validity of patents 
which are brought before them. 

Under the present standard of invention, it is hardly 
possible for the Patent Office to apply the full or final 
test of invention, which requires weighing the ultimate 
success of an invention in the industry and the degree to 
which it supplanted earlier efforts to solve the same prob- 
lem. Section 103 of the 1952 Patent Act states the test 
of invention to be whether or not the subject matter as a 
whole “would have been obvious at the time the invention 
was made to a person having ordinary skill in the art.” *° 
In applying this practical test of invention before it was 
recently enacted into the statute, many courts regarded it 
as necessary for the patentee to show that: (1) a prob- 
lem had existed over a period of years, (2) efforts to solve 
it had failed and, (3) that the patentee’s solution went 
into widespread use supplanting previous practices.” 

The third part of the above test cannot be applied by 
the Patent Office in most cases without great delay in the 
issuance of patents, which in itself would be detrimental 


1066 Srat. 798 (1952), 35 U.S.C. §103 (1952). 

11JIn Landis Mach. Co. v. Parker-Kalon Corp., 190 F.2d 543, 545 (2d Cir. 
1951) Judge Learned Hand said, “If Lloyd’s combination of these disclosures 
resolved a want which had been felt all along: that is, if it swept the board; 
there would be reason to conclude that his discovery was beyond the capacities 
of ordinarily qualified members of the craft.” See also Jungerson v. Ostby 
and Barton Co., 335 U.S. 560, 570-572 (1949). 
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to the public interest by prolonging the ultimately grant- 
ed patent monopoly and by discouraging investment of 
risk capital because of the delay. It therefore seems 
proper for the Patent Office to resolve doubts in favor of 
the patentee in proper cases, and to leave the final or full 
test of invention for application by the courts, after more 
information and evidence on the impact of the invention 
on the industry is available. 

It is felt that present Patent Office issuance procedures 
do not pose antitrust problems. The fact that only a rela- 
tively few patents withstand the severe test of invention 
which has been applied in the courts does not justify im- 
pairing the inventor’s incentive at the source. In spite 
of the difficulties now faced in securing and maintaining 
patent claims adequate to protect the investment of time 
and money, the American inventor is still willing to try, 
and American business is still willing to invest. It is in 
the best interest of our country that it should remain so. 


ANTITRUST ABUSE IN THE COMMERCIAL USE OF PATENTS 


It is perhaps unfortunate that the patent antitrust case 
law has been largely built on litigation involving the 
giants of industry, for the smaller manufacturer who most 
needs the protection of the patent laws and a fair latitude 
in using the patents he acquires on his inventions must 
live under the rulings of this case law. There is a com- 
monly encountered but cynical point of view that patent 
rights are always in the hands of the financially strong 
and that they are most often used against the weaker com- 
petitor. It is often quite the reverse that is true. Patent 
rights may be the only means for survival of the smaller 
competitor against the stronger rival who would appro- 
priate a market which the former has created, and the law 
should provide a fair latitude within which he may use 
his patents in the conduct of his business. 

Under the section of the Committee Report on “Patent 
Licenses” a dissenter states, “A patentee obtains the exact 
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value of his lawful monopoly on the invention when he 
exacts all the traffic will bear in the way of royalties, or 
by exercising his privilege to be the sole maker or 
seller.” 

This view—that the patentee should have only one of 
two alternatives; i.e., to “exact all the traffic will bear in 
the way of royalties” or “to be the sole maker or seller”— 
could hardly have in mind the many companies of small 
or medium size that make worthwhile inventions of 
which many are so valuable that it is beyond the capacity 
of the company to satisfy the market created. These 
companies do not want to go out of business and simply 
live on “all the traffic will bear” in the form of royalties. 
They wish to consider the welfare of their employees, 
most of whose jobs depend on the continuance of manu- 
facture and sale by the company. They may not want 
to expand, or may be incapable of expanding so as to be 
the “sole maker or seller.” It is entirely reasonable and 
healthy that such companies should be able to remain in 
business and provide employment while spreading the 
benefits of the invention by licensing others to supply that 
part of the market which the company cannot reasonably 
satisfy. It is believed that Section 271(d) of the 1952 
Patent Act now recognizes the need to thus foster com- 
petition.” 

It is fundamental law that a patent owner is under no 
obligation either to work or use a patented invention or 
to license its use to others.* It would seem to be no more 
than common sense to perceive that the public will be 
benefited and that employment will be spread if the 
patent owner is encouraged to both use and to license 
others to use the invention. Yet, the broad language of 
the B. B. Chemical* and other cases seemed to put a 


12 Report, 235. 
18 66 Srar. 811 (1952), 35 U.S.C. §271(d) (1952). 


14 roy sng Co. v. United States, 323 U.S. 386, 432 Ce 1948), Sylvania 
Industrial Corp. v. Visking Corp., 132 F.2d 947, 958 (4th Cir. 
15 B.B. Chemical Co. v. Ellis, 314 U.S. 495 (1942). 
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penalty on the patent owner if he should try to benefit 
from his own use of the invention, whether or not he 
licensed others to do so. It even appeared to be a handi- 
cap to own a combination or method patent, under cir- 
cumstances where the owner thought enough of his em- 
ployees to want to “remain in business” in that part of 
the invention which was within the capabilities of his 
own manufacturing and selling facilities. The very act 
of bringing suit to prevent infringement of a lawful pat- 
ent was charged to be a misuse.” 

A certain point of view apparently would condemn a 
patent owner for his nonuse of the patent and invention 
and then condemn him if he did the opposite by both 
using and licensing others to use the invention to thereby 
spread employment and the benefits of the invention. 
This same point of view evidently was urged on the Com- 
mittee, a dissenter having contended that a patent owner 
should either selfishly remain the “sole maker or seller” 
or should “exact all the traffic will bear” by licensing.” 

The General Electric case’* recognizes the right of a 
patentee to himself make and vend and to license others to 
do so in such manner as not to destray the profit he ob- 
tains by his own marketing of the invention. Section 
271(d) of the 1952 Patent Act recognizes the sensible 
reasoning underlying the General Electric case that a 
patentee should be able to derive profit from his own 
manufacture and sale while licensing to others. Section 
271(d) appears to sanction practices where the patentee 
may profit from working a part of the invention while 
licensing others to work another part of it. There is no 
reason why a patent owner should not be encouraged ‘to 
himself remain active in the industry even though licens- 
ing the activities of others. The small manufacturer par- 
ticularly needs this right. It is only where the patent 

28 Cole v. Hughes Tool Co.,.215. F.2d 924, 935 (10th Cir. 1954). 
~ 11 Report, 235. 


18 United States v. General Electric Co., 272 U.S. 476 (1926). 
19 66. Strat. 811 (1952), 35 U.S.C. § 271(d) (1952). 
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owner engages in activities not reasonably necessary to 
enjoy his patent rights that he should be held to violate 
the antitrust laws or to have misused his patents. 


INFRINGEMENT SUITS INVOLVING ANTITRUST DEFENSES 


The Committee was concerned about instances where 
defendants in infringement suits have raised defenses of 
antitrust violation, or misuse of patents, which defenses 
were not bona fide or perhaps were not brought in good 
faith. In any litigation the assertion of groundless 
charges or defenses is harmful. This is a particularly 
serious problem in patent litigation, which may be expen- 
sive to the litigants even when confined to the usual issues 
of infringement and validity. It is possible that such tac- 
tics, if not discouraged, might so burden a financially 
weaker litigant with expense that in practical effect he 
would be denied access to the courts. It is noteworthy 
that the Committee, at this part of the report, evidently 
recognizes that the patent which is brought to court is 
not always in the hands of the Goliath, but may more 
often be the slingshot of a David” who has no other 
weapon for survival against a more powerful competitor 
seeking to invade a market which the patentee created. 

The Committee recommends that the courts should 
make full use of their powers to curb such attempts to de- 
feat justice, as by the available pre-trial procedures to 
ascertain whether a good faith antitrust defense is pre- 
sented. Effective use of the pre-trial conference might 
aid in correcting any such existing abuses. The Commit- 
tee also suggests that the courts might more often exercise 
their power to award damages and attorneys’ fees to the 
patentee after weighing the bona fides of this type of de- 
fense. 

Considering the expense of patent litigation it is pos- 
sible that the financially stronger litigant might, by thus 
complicating the issues, prevail by wearing down his 


20 Picard v. United Aircraft Corp., 128 F.2d 632, 643 (2d Cir. 1942). 
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weaker opponent. In many cases the patentee who seeks 
to enforce his patent is by far the financially weaker of 
the litigants and needs a fair enforcement of the patent 
laws to protect a small yet profitable business which he 
has created. 

While the writer is in entire sympathy with the views 
of the Committee in respect to the need for corrective 
measures where infringement suits are in such instances 
defended by charges of misuse or antitrust violations 
which are not bona fide, it is not felt that a general pre- 
sumption for ordering separate trials of the antitrust, or 
misuse issues, and the patent issues is warranted. In par- 
ticular the writer does not agree that there should be a 
presumption favoring trial of the infringement issues pre- 
ceding the trial of the antitrust or misuse issues, as was 
recommended by the Committee.” While there undoubt- 
edly have been instances where these defenses have been 
raised against the patentee, where the defense was not 
bona fide, the Committee report itself indicates it is not 
always the plaintiff who is unjustly subjected to the ex- 
pense of patent litigation. For instance, the Committee 
states: 

Infringement suits may, on the other hand, play a part in an | 
overall plan to unduly restrain or monopolize commerce. Threats 
of suits under a group of narrow and weak patents may be 
potent to harass and deter competition. . . . Where it is shown 
that an infringement suit has, in fact, been brought as an inte- 
gral part of an agreement or plan to violate the antitrust laws 
and that the defendant sustained resulting damages, treble dam- 
ages for antitrust violation should be recoverable, whether or 
not there was a colorable claim of infringement.”* 

The Committee cites Kobe, Inc. v. Dempsey Pump 
Co.” in connection with the above statements, noting the 
court had found in that case that the infringement suit 
was a part of a broad plan involving antitrust violations 
to eliminate Dempsey as a competitor. 

21 Report, 249. 


22 Report, 248. 
28198 F.2d 416 (10th Cir. 1952). 
2 
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There is a real danger that a patentee may be denied 
the right to enforce his patent where such defenses, not 
bona fide, are made the subject of summary judgment pro- 
ceedings. In Paul E. Hawkinson v. Dennis* the court 
made reference to the use of summary judgment proce- 
dure by an infringer to effectively permit him to continue 
to infringe without accountability, but the court felt the 
best procedure to be the trial of the case on all of the 
issues involved, both infringement and validity and the 
misuse defense.” The experienced judges of this court 
felt that separated considerations of these related issues 
would tend to complicate rather than to simplify consider- 
ation of the case. 

If patents wrongfully acquired or illegally used are be- 
ing employed to eliminate a competitor, and particularly 
one in a relatively weaker financial position, it would ob- 
viously be desirable to enable this defendant to raise in ad- 
vance a bona fide defense of antitrust violation or misuse 
without going through the great expense of trial on the 
perhaps complicated issues of patent validity and in- 
fringement. On the other hand, if a deliberate infringer 
is attempting to shield his wrongdoing by invoking this 
“public interest” defense, and particularly where the de- 
fendant may thereby be taking advantage of a great finan- 
cial strength to wear out a weaker litigant, obviously it 
would be better not to hear such a defense in advance of 
the patentee’s right to have the infringement and validity 
of his patent determined.” 


24166 F.2d 61 (5th Cir. 1948). 

25 Paul E. Hawkinson v. Dennis, note 24 supra, at 63. The court said, 
“Finally, since this is a patent suit and as such there is a public interest 
involved, instead of being tried and determined piecemeal, as was attempted 
here, it ought to be determined as a whole on the issues of patent validity, 
infringement and misuse. Tried and determined as a whole, the questions rai: 
upon the issue of plaintiff's unjust and unfair uses and practices in respect to 
the patent could then be considered in the light of the realities as to whether 
plaintiff has a patent and whether defendant has infringed it, and not, as was 
done on this record, by a form of shadow boxing in vacuo.” 

26 Jd., at 62. “In short, the case as we have it is one in which the defend- 
ants, by the device of presenting themselves as defenders of the public interest, 
draw attention from the less savory role assigned them by plaintiff as infringers 
pirating plaintiff’s invention. 
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In the Hawkinson v. Dennis case Judge Hutcheson evi- 
dently had all these considerations in mind, and his rea- 
soning seems to indicate a need to weigh the conduct of 
both the defendant and the plaintiff with relation to one 
another to determine whether there would be a greater in- 
jury to the public interest by permitting infringement of a 
lawfully issued patent. His decision holds that the mis- 
use defenses must be weighed in the light of the “reali- 
ties” of the situation, requiring trial of all of the issues at 
one time. 

The Committee in its conclusion under the heading of 
“Infringement Suits” states : 

. . . [W]e believe that anti-trust violation should be considered 
a defense to a patent infringement action only when it is shown 
that the patent in suit is integral to the violation and that the 


grant of customary patent relief conflicts with anti-trust goals.?* 
(Emphasis supplied.) 


The writer believes that in most cases the best way to 
determine whether or not the patent is integral to the vio- 


lation is to try all of the issues together. 

It is believed that the Committee’s favoring of sepa- 
rate trials, and in particular the presumption for a trial 
of the infringement issue preceding that of the antitrust 
or misuse questions, tends toward an opposite extreme 
from the approach which is customarily taken by the 
courts in most cases. 

The courts regard misuse of patents as evidence of un- 
clean hands and have held that such a handicap bars the 
plaintiff at the threshold of the courtroom. Where the 
evidence of misuse is clear cut and beyond dispute the 
courts have dismissed the complaint without passing on 
the issues of infringement and validity.“ In other im- 

This role of invoking public interest “that is the interest of others than 
the parties,” to enable the defendant to keep the fruits of his contract without 
standing to his bargain, became so familiar in ordinary contract cases that 
the Courts have latterly been quite slow to follow such interested leading.” 

20 Ser Masten Salk Co. v. GS: Stplgit' CX: sajie ohe 3: sets i tani 

. v. G. S. Suppige & 1. 4 


to control the sale of unpatented materials was proved by many 
license agreements used by the plaintiff. 
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portant misuse cases, on the other hand, where the mis- 
use was based on evidence the significance of which could 
be disputed, the antitrust or misuse defense has been 
weighed in the light of all the evidence taken during a 
trial where the issues of infringement and validity were 
also considered.” 

While admitting there have been some cases where the 
pendulum has swung too far in deciding the misuse de- 
fenses prior to a full hearing on patent validity and in- 
fringement, the writer feels that the only practical general 
approach is that favored by the court in Hawkinson v. 
Dennis,” to weigh the misuse defenses along with the 
questions of patent validity and infringement in the same 
trial. Accordingly, the writer is inclined to agree with 
those members of the Committee who feel that judicial 
discretion, rather than presumption in favor of a separate 
and first trial of patent infringement, may better tend to 
solve the problem.” 

While the Committee report favors separate trials of 
antitrust and patent issues and a presumption favoring 
first trials of the patent infringement issue, it does not 
indicate how such procedures would simplify the disposi- 
tion of a case or how or when the remaining issues would 
be determined. This is understandable, for it would hard- 
ly be possible to lay down rules of procedure which could 
properly govern the many and varying situations which 
arise. The proper procedure to follow is peculiarly with- 
in the province of a court of equity to decide in the case 
before it. Judge Hutcheson, in reaffirming the rule of 
Hawkinson v. Dennis stated that a court of equity should 
search out the merits of both issues, and should then be 
adroit enough to contrive and confect a decree which will 
neither reward the plaintiff for his misuse nor put a pre- 


mium on defendant’s wrong doing or infringement.” 
2°B.B. Chemical Co. v. Ellis, supra note 15; Leitch Mfg. Co. v. Barber 
Co., 302 U.S. 458 (1938); Mercoid Corp. v. Mid-Continent Investment Co., 


320 U.S. 661 beige) 
30 166 F.2d 61 (Sth Cir. 1948). 
31 REPORT, 


, 250. 
82 In Gray Tool Co. v. Humble Oil and Refining Co., 186 F.2d 365, 369, 370 
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The writer does agree with the other recommenda- 
tions of the Committee that the courts should make full 
use of their powers to curb attempts to defeat justice, as 
by raising misuse defenses which are not bona fide or 
which may be brought up in bad faith by exercising their 
powers to award costs and attorneys’ fees to the patentee.” 
It is noted, however, that this power in connection with 
patent infringement suits is not limited to relief for the 
patentee for such awards may be made to the “prevailing 
party” in the infringement action.** The defendant might 
likewise be entitled to this compensation where it is found 
that the infringement action was not brought in good 
faith, or was part of an overall illegal and malicious plan 
to destroy a competitor lawfully engaged in business. 

There may be instances within the judicial discretion 
when the misuse issues should be tried first, as well as in- 
stances when the patent infringement issue might better be 
tried first and separately where pre-trial procedures such 
as the effective use of the pre-trial conference indicate the 


desirability of such procedure. The writer feels, how- 
ever, that in the great majority of cases, as far as they can 
be appraised prior to trial the ends of justice will best be 
served by the trial of both of these issues together fol- 
lowed by awards of damages and attorneys’ fees to either 
defendant or plaintiff, as justice may require. 


(Sth Cir. 1951), cert. denied 341 U.S. 943 (1951) the court said, 
a deliberate infringer seeks to escape the penalties of his violation 
stitution and statutes of the United States i 

should be patient enough to search out and determine 

If, in doing so, it finds the patents valid and infringed, 

in whole or in part of the patents, it should be ¥ 
contrive and confect an equitable decree which will neither re 
for his misuse or put a premium on def 

. . « Such a decree should, of course, be so 

an unreformed and unrepentant plaintiff to 

defendant to book for his wrong doing, unless 

made by plaintiff for his own wrong doing. Equal 

wrong doing in deliberately stealing the fruits of p 

mitting him, by the simple device of the pot calling 

tinue to escape accountavility (sic). In short, the ; 
possible, be so drawn as to protect the public from the contin r 

of the plaintiff in misusing its patents and the plaintiff and the public from t 
continuing wrong doing of defendant in deliberately pirating plaintiff's 
vention. 


Report, 249. 
8466 Star. 813 (1952), 35 U.S.C. §285 (1952). 





UNCOVERING VIOLATIONS OF THE ANTI- 
TRUST LAWS: FROM GRAND JURY 
SUBPOENA TO CIVIL INVES- 
TIGATIVE DEMAND 


BERL I. BERNHARD * 


INTRODUCTION 


Business conduct that is proscribed by the Sherman 
Act can not be defined precisely owing to the economic 
complexities of each case. The adoption by the courts 
of the “rule of reason” which recognizes that certain 
questionable business ptactices are not unreasonable in 
themselves but require extensive market inquiry to test 
their legality has fastened to the individual fact situation 
a unique importance.* To intensify the bulky nature of 
an antitrust proceeding, which arises in part from the 
unavoidable lack of precision in the description of the 


offense, the usual antitrust case contains an allegation of 
conspiracy. Conspiracy is an elusive, expandable con- 
cept. It can be proven by circumstantial evidence,’ and 
little will be excluded on the grounds of relevancy.’ 
Should a continuing conspiracy be alleged, the prosecutor 


* Member of the Bar of the District of Columbia; A.B., Dartmouth 1951; 
LL.B., Yale 1954. 

1 The scope of such re may become more limited in the future if the 
Supreme Court pursues a policy of increasing the category of offenses illegal 
per se presently comprising, for example, os business conduct as price fixing, 
Kiefer-Stewart Co. v. Seagram & Sons, Inc., 340 U.S. 211 (1951) : ; group 
refusals to deal, Fashion Originators Guild of America v. Federal Trade —— 
mission, 312 U. S. 457 (1941); division of markets in oe 
Timken Roller Bearing Co. v. United States, 341 U.S. 303 (1951). See aa 
United States v. Columbia Steel Co., 334 U.S. 495, 522 (1948). Yet even 
where cases fall into an illegal per se category, voluminous factual material 
is required initially to determine whether a suit will be commenced at all. 

2 Eastern States Timber Ass’n v. United States, 234 U.S. 600, 612 (1914); 
Loew’s Inc. v. Cinema Amusements, 210 F.2d 86 (10th Cir. 1954). 

3 If facts precede the passage of the Sherman Act, they may be admitted as 
furnishing background evidence against which later offenses may be compared, 
Federal Trade Commission y. Cement Institute, 333 U.S. 683, 703-706. (1948) ; 
or if evidence relates to acts which are beyond reproof, this evidence may be 
admitted on the ground that such lawful act becomes unlawful when done 

rsuant "3 an unlawful end. American Tobacco Co. vy. United States, 328 

.S. 781, 809 (1946). See also Noerr Motor Freight : v. Eastern R.R. 
President's Conference, 113 F. Supp. 737, 742-3 (E.D. Pa. 1953); Hughes 
Tool Co. v. Ford, 114 F. Supp. 525, 545- 547 (E.D. Okl. 1953). 


[ 34] 
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may go back as much as fifty years to show when it com- 
menced.* 

In this maelstrom, where the law struggles with eco- 
nomic concentration, designated agencies of the govern- 
ment are called upon to apprehend those who overstep 
the bounds of legitimate competitive behavior. Upon 
these agencies falls the responsibility to ferret out and 
digest countless, and often heavily-veiled, facts of cor- 
porate activity. Bottomed upon such investigations a 
decision must be reached as to whether the institution of 
an antitrust suit is warranted, and, if so, in what form— 
criminal action, civil suit, or both.’ No reliable analysis 
of suspect corporations, even less of entire industries, can 
be made unless the government first secures a great many 
facts. How to handle these facts, once obtained, in the 
pre-trial and trial stages is one problem. How initially 
to obtain them is another. It is with the latter that this 
article deals. 

«For example, in United States v. Western Electric Co., Civil No. 17-19, 


(D.N.J., Filed Jan. 14, 1949), a continuing conspiracy was alleged to have 
commenced about 1900. 


5 The origin of any particular antitrust proceeding is somewhat obscure. 
Thorough studies tracing the source of antitrust litigation have established the 
following as somewhat typical: businessmen or consumer complaints; unusual 
economic conditions which indicate violations and are uncovered by investiga- 
tory programs of the Antitrust Division of the Justice Department, such as 


high food prices, high clothin; oo costs, and excessive housing costs. The Sher- 
2} 


man Antitrust Act and Its Enforcement, A a a Asst. Att’y Gen. 
Arnold, 7 Law & Contemp. Pros., 5-156 com) An excellent survey of how 
antitrust suits commence is found in Robert A. Nitschke, Procedure in Anti- 
trust Investigations, 1950 Vol. Int. L. Rev. 593, 614 (1950). Far-reaching 
information comes to the Justice Dibsrmasat from various trade journals, 
financial manuals, and from trade practices. Material filed by the company 
itself comes from the Federal Trade Commission as well as the Securities and 
aye Commission and the Internal Revenue Service. Terrel 3 CoO), 
in the Investigation of Complaints, 7 Law & Contemp. Pros., 99-103 940). 

Having obtained information indicative of possible violations the 
Division directs itself to obtaining specific information of violation. ‘Suck 
information may be secured by voluntary information or by grand Ly Na 
ceedings, or by the use of both in combination. Voluntary disclosure 
businessman is not uncommon, and is more frequently employed than grand 
jury investigations. See Derr. or Justice, Report To Monopoty Suscom- 
MITTEE OF House CoMMITTEE ON SMALL Business, Unirep States v. Eco- 
NomIc CONCENTRATION AND MONOPOLY, 254 (1946). 

Many knotty legal tagger arise under ‘voluntary including 
what constitutes consent; what rights are availab ery proceeine. the op —— 
ment; what constitutes a waiver under the Fifth y denen dh t, as eff 
constitutional privilege against self-incrimination. See Judicial Control of of Iie “Bt 
Search, 58 Yate L.J. 144 (1948); United States v. Monia, 317 meats 4 
(1943). This aspect of the fact finding problem is not considered in this articl 
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The investigative weapons available to the Depart- 
ment of Justice appear adequate in both civil and crim- 
inal proceedings in all stages save the earliest period of 
investigation in which a civil suit only is contemplated. 
This is not to say that they are always adequate in fact; 
that no obstacles inhibit their use. If it be assumed, for 
example, that enough information is secured to warrant 
a grand jury investigation,® questions critical to the ad- 
ministration and enforcement of the antitrust laws, and 
consequently to the public welfare, arise in at least the 
following three situations: 


1. If a grand jury should issue a subpoena duces tecum, 
when does such a demand for documents become so broad as to 
violate the Fourth Amendment to the United States Constitu- 
tion which protects the individual and corporation against un- 
reasonable searches and seizures, or become so unreasonable or 


oppressive as to violate the Federal Rules of Criminal Pro- 
cedure?" 


6A grand jury is convened only after the Assistant Attorney General in 
charge of the Antitrust Division, Department of Justice, recommends to the 
Attorney General the institution of this procedure. If the Attorney General 
approves, a E sern jury proceeding is instituted. Hodges, The Work of the 
ai try ection of the Antitrust Division, 7 Law & Contemp. Pros. 90, 

Fep. R. Crim. P. 17 provides for the issuance and service of the subpoenas 
ad testificandwm and duces tecum, and although grand juries are not mentioned, 
there seems little doubt that Rule 17 applies to them. VI New York Univer- 
sity ScHoor or Law InstiruTe Proceepincs, 183 (1946). An antitrust ques 
jury subpoena may be served in any judicial district. Fep. R. Crm. P. 17(e). 
It may reach documents located in foreign countries if they are under the con- 
trol or in the possession of a corporation or person subject to the court’s juris- 
diction, In re Harris, 27 F. Supp. 480 (S.D.N.Y. 1939). What constitutes con- 
trol and possession comprises the third section of this article. __ F 

It should be noted at the outset that the grand jury is not limited to hearing 
only competent evidence, and the courts will not inquire as to whether compe- 
tent evidence was duly presented. Brady v. United States, 24 F.2d 405 (8th Cir. 
1928); United States v. Proctor & Gamble Co., 47 F.Supp. 676 (D. Mass. 
1942). Grand jury roceedings are presumed to be regular, and inspection of 
the proceedings will be denied unless a strong and positive erg is made that 
an indictment was founded solely = incompetent or illegal evidence. United 
States v. Lydecker, 275 Fed. 976, (W.D.N.Y. 1921). See United States v. 
General Motors Corp., 15 F.R.D. 486 (D. Del. 1954). Antitrust grand juries 
are certainly no exception to the rule. United States v. Atlantic Commission 
Co., 45 F. Supp. 187, 192-3 (E.D. N.C. 1942). 

7 Fep. R. Crim. P. 17(c) permits the court to quash or modify a subpoena “if 
compliance would be unreasonable or oppressive.” If a subpoena duces tecum is 
issued, however, it is in effect an order of the court, so that even if unreasonable 
it must be obeyed under penalty of contempt, Petition of Borden Co., 75 F. 
Supp. 857 (N.D. Ill. 1948); Brown v. United States, 276 U.S. 134 (1928). If 
the court overrules an objection to it and the witness is ordered to produce, 
he has no alternative but to comply since the order denying the motion is inter- 
locutory and not appealable. Cobbledick v. United States, 309 U.S. 323 (1940). 
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2. How may a court having jurisdiction over a domestic cor- 
poration obtain the books and other records of a legally related 
foreign corporation? What policy limitations restrain the use 
of the legal power? 


3. If a subpoena duces tecum validly issues, what effect should 
this subpoena have if either no criminal case is brought, or a 
criminal proceeding is initiated, then dropped by the govern- 
ment? In brief, when may the government use a grand jury 
subpoena (relying on a court order enforcing it if contested) 
or documents produced by defendant companies under it, in other 
than criminal proceedings? 

Attention will be directed to the recommendation of 
THE REPORT OF THE ATTORNEY GENERAL’S NATIONAL 
COMMITTEE TO STUDY THE ANTITRUST LAWS published 
March 31, 1955, which relates to, and may affect in a 
very practical manner, these specified facets of antitrust 
procedures. This report recommends that the Attorney 
General be authorized in civil antitrust investigations to 
issue and have served upon any corporation, partnership 
or association a Civil Investigative Demand requiring 
the production of existing business records, not privi- 
leged, in the possession of the party served and relevant 
to particular antitrust offenses under investigation.* 

Adequate fact finding procedure not only can further 
proper enforcement of the antitrust laws, it can serve to 
insulate corporate defendants from the burdens attaching 
to the preparation of a case which might never have been 
undertaken had the government possessed more facts ini- 
tially. Beyond this, it can act as a deterrent to strained, 
even abusive, interpretations of the law to which the 
courts may resort in the interest of vindicating antitrust 
policy. 

The Judicial Conference of 1951, which inquired into 
antitrust procedure, cautioned that “each case of the kind 


If on the other hand the court quashes the subpoena, the government may issue 
a second subpoena so as to comply with the order of the court. 

Judge Kirkland has asserted, however, that a motion to quash or —_ on 
Rule 17(c) may not be made = to an information or the return of 
ment. In re Investigation of World Arrangements, 13 F.R.D. 280, 783° 1980). 
Yet an attack is always available under the Fourth Amendment to the United 
States Constitution. 

8 Report OF THE ATrorNEY GENERAL'S NATIONAL CoMMITTEE TO STUDY THE 
Antitrust Laws, p. 346 (March 31, 1955). 
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here considered is a peculiar problem; it is sui generis. 
No uniform pattern of procedure can be devised for 
them.”° It is worth repeating that no rule of law or pro- 
cedural technique, regardless of its apparent clarity or 
nominally exclusive classification, can be applied as a 
definitive rule of thumb. They can serve only to indi- 
cate broad areas of agreement as to permissible fact 
finding. 


II 


THE SCOPE OF A GRAND JURY SUBPOENA DUCES TECUM 
IN ANTITRUST PROCEEDINGS 


Since violations of the Sherman Act are misdemea- 
nors,”’ criminal prosecutions can be instituted by infor- 
mations or by indictments which are returned by a grand 
jury convened to investigate allegedly illegal conduct. 
Grand juries can deliberate and conclude rationally only 
on the basis of facts presented to them. To secure such 
facts they are armed, under Rule 17(c), Federal Rules 
of Criminal Procedure, with the power to issue a sub- 
poena duces tecum.“ Though considerable latitude is 
given respecting the production of documents under Rule 
17(c), the subpoena duces tecum may not be “unreason- 
able or oppressive.” ‘To break down the composite ele- 
ments of this tenuous standard into workable units is the 
aim of this section. 

The very nature of grand juries and the purpose for 


8 Report oF JupICIAL CONFERENCE, PROCEDURE IN ANTITRUST AND OTHER 
Prorractep Cases, 13 F.R.D. 62, 65 (1951). 


1026 Stat. 209 (1937), 15 U.S.C. §§1, 3 (1952). Even when the govern- 
ment wins a litigated civil case under Section 4 of the Sherman Act, the judg- 
ment cites that the defendents have violated the criminal provisions of the Act. 
See, ¢.g., United States v. Swift & Co., 188 Fed. 92 (N.D.IIl. 1911). 

11 Rule 17(c) “For Production of Documentary Evidence and of Objects. A 
subpoena may also command the person to whom it is directed to produce the 
books, papers, documents or other objects designated therein. The court on 
motion made promptly may quash or modify the subpoena if compliance would 
be unreasonable or oppressive. The court may direct that books, papers, docu- 
ments or objects designated in the subpoena be produced before the court at a 
time prior to the trial or prior to the time when they are to be offered in evi- 
dence and may upon their production permit the books, papers, documents or ob- 
jects or portions thereof to be inspected by the parties and their attorneys.” 
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which they exist necessitates broad subpoena power. In 
the words of Judge Learned Hand: 


They are the voice of the community accusing its members and 
the only protection from such accusation is in the conscience of 
that tribunal. Therefore, except in sporadic and ill-considered 
instances, the courts have never taken supervision over what 
evidence shall come before them. . . .?? 


It is now unchallenged law that the ima jury has ple- 
nary inquisitorial powers. This “power and duty . 

to investigate is original and complete . . . and is not 
therefore dependent for its exertion upon the approval or 
disapproval of the court.”** Such power is subject to 
abuse. At what point will the courts declare the demand 
for documents by a grand jury so abusive as to be disal- 
lowed? 

There is no legal yardstick with which to measure the 
validity of any general demand for documents. The 
Fourth Amendment protects corporations from unreason- 
able searches and seizures by means of subpoenas.* A 
subpoena which is unreasonable and/or oppressive under 
Rule 17(c) may likewise be violative of the Fourth 
Amendment.” 

In approaching this problem two thoughts must be kept 
in mind. First, the Government need not levy a specific 
charge or complaint, for the order to produce documents 
under Rule 17(c) need not be made pursuant to any 
pending suit. Second, a subpoena duces tecum issued by 

12 In re Kittle, 180 Fed. 946, 947 (S.D.N.Y. 1910). 

18 United States v. Thompson, 251 U.S. 407, 413 (1920). A thorough treat- 
ment of historical background and present role of the grand jury is found in 
United States v. Smith, 104 F.Supp. 283 (N.D. Calif. 1952). 

14 Hale v. Henkel, 201 U.S. 43 (1906); Wilson y. United States, 221 U.S. 
361 (1911) ; Norcross v. United States, 209 Fed. 13 (9th Cir. 1913). See also 
Shotkin v. Nelson, 146 F.2d 402 (10th Cir. 1944). 

Ri, Boyd v. United States, 116 U.S. 616 (1886); Wheeler v. United States, 

US. 478 (1913) ; Weeks v. United States, 232 U.S. 383 (1914). However, 
fale FO does give to the court a power to quash or modify su 
addition to that derived from the Fourth Amendment. Application of Radio 
Corporation of America, 13 F.R.D. 167, 171 (S.D.N.Y. 1952). Rule 17(c 
— —_— than — -—e aaae ater a vo ye t 

S wi uestions © particulari in igna’ docum materiali' 
and aan for example, which have nothing to do with the Fourth prem d 


ment but are often confused with it. See 8 Wicmore, Evmence § 2263 (3rd ed. 
1940) and 1951 Pocxer Supp. p. 50. 
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a grand jury is given broader scope in an antitrust case 
than in an ordinary criminal case.** 


Limited Demands; Jurisdiction; Quality of Evidence 


An early case, and one forming the cornerstone of the 
principle that a grand jury is not empowered to under- 
take an examination of all the books and records of a 
corporation in the hope that something relevant and in- 
criminating may turn up, is Hale v. Henkel." There the 
court found the subpoena to be violative of the Fourth 
Amendment. Production had been demanded of all 
general agreements or contracts, formal or informal, all 
correspondence by letter or telegram between the defend- 
ant company and six other corporations, all reports made 
or accounts rendered between the defendant and six cor- 
porations, all letters received by the defendant corpora- 
tion from some thirteen corporations and dating back to 
the inception of the defendant corporation. In finding 
the subpoena an unreasonable search and seizure, the 
court established certain principles which have since 
been modified but never overruled. First, the Fifth 
Amendment, providing protection against. self-incrim- 
ination, does not furnish a blanket privilege to corporate 
books. Second, a grand jury even in the absence of a for- 
mal indictment or any charge put before it may act upon 
information received by it. The court struck down the 
subpoena after analogizing it to, and measuring it against, 
the standard of a search warrant.” That many of the doc- 
uments sought might ultimately be necessary to a criminal 
prosecution was unquestioned. Nevertheless, justification 


16 Jn re Eastman Kodak Company, 7 F.R.D. 760, 764 (W.D.N.Y. 1947). 

17201 U.S. 43 (1906). Accord: In re American Sugar Refining Comseny: 
178 Fed. 109 (S.D.N.Y. 1910) ; Wheeler v. United States, 226 U.S. 478 (1913). 
Cf. Wilson vy. United States, 221 U.S. 361 (1911). 

18 However, the subpoena may be broader than a search warrant. In re In- 
vestigation Conducted by Attorney General of the United States, 27 F. Supp. 
997 (S.D.N.Y. 1939). And while the investigation in connection with which 
it is used must be for a lawful purpose, it will be issued without a showing of 
probable cause. Oklahoma Press Publishing Co. v. Walling, 327 U.S. 18 
(1946). The subpoena duces tecum does not empower the government to search 
for, or take a specified document as a marshall may do under a validly issued 
search warrant. 
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for demanding so comprehensive a collection of papers 
was regarded as permissible only when necessity was 
stated, and then only if based upon known transactions of 
the corporation with the other companies involved, or 
upon the sworn examination of witnesses. This case de- 
cided that documents may be obtained if the subjects of 
inquiry are competently before the grand jury; that docu- 
ments must be described with some particularity; and, 
that actual knowledge of company dealings by the govern- 
ment, or the sworn statements of witnesses may permit a 
more general statement in the subpoena. 

This same approach was utilized by the Supreme Court 
in F.T.C. v. American Tobacco Company” where a peti- 
tion for a writ of mandamus brought by the Attorney 
General to compel disclosure of the defendant compan- 
ies’ records to the Federal Trade Commission was denied. 
All letters and telegrams received by the American To- 
bacco Company or sent by it to its myriad jobber custom- 
ers, and with respect to codefendent P. Lorillard Com- 
pany, all letters, reports, telegrams from or to its tobacco 
jobbers, salesmen, or wholesale grocers’ associations, and 
all contracts with such associations, as well as all cor- 
respondence and agreements with a list of designated cor- 
porations during the year 1921 were sought. This de- 
mand was disallowed on two grounds. The statutory right 
of access given to the Federal Trade Commission was only 
as to documentary evidence; therefore, materiality of the 
records demanded had to be established. Further the de- 
mand here extended to records concerning business done 
wholly within the state. Though some of the intrastate 
documents were related to charges of unfair competition 
in interstate commerce and were therefore relevant, such 
a possibility did not warrant a demand for all indiscrim- 
inately. 

However, it would be wise to assume that an attempt to 
quash a subpoena on the ground that the court may lack 


19 264 U.S. 298 (1924). 





42 THE GEORGE WASHINGTON LAW REVIEW 


jurisdiction over the case at time of trial will be unre- 
warding. Judge McGohey, in Application of Linen Sup- 
ply Cos.,” recently held that although certain transac- 
tions may be wholly in intrastate commerce, and so beyond 
the reach of the Sherman Act, the subpoena would not be 
quashed : 
A Grand Jury is not limited to investigation of matters over 
which it has been demonstrated the Court will have jurisdiction. 
Indeed this doubt may be the very reason why the Grand Jury 
summoned these parties to testify and to produce such a breadth 
of material.** 

A further indication of the courts’ disinclination to 
meddle in the affairs of the grand jury is found in their 
refusal either to supervise or pass upon the admissible 
quality of the evidence sought for production. In Jn re 
American Medical Association™ a motion to quash a sub- 
poena duces tecum in connection with a grand jury inves- 
tigation of possible violations of the Sherman Act was de- 
nied. All papers which related to policy decisions of the 
A.M.A. or any affiliate in opposition to group medical 
practice or prepaid medical care from 1935 to 1938 arising 
out of statements made by seven named individuals, or any 
other A.M.A. official, and all minutes of A.M.A. board or 
committee meetings during the period were demanded. 
Feeling that the desired papers were well identified and 
the time period not unreasonable considering the nature 
of the inquiry, the court refused to quash the subpoena 
even though much of the evidence demanded would not 
be admissible in trial proceedings. 


Form, Particularity, and Manner of Designating 
Documents 


It is, of course, necessary for the courts to evaluate the 
adequacy with which a subpoena duces tecum describes 


2015 F.R.D. 115 (S.D.N.Y. 1953). 


2115 F.R.D. 115, 118. See also United States v. Girgenti, 197 F.2d 218 (3rd 
Cir. 1952); Application of Radio Corporation of America, 13 F.R.D. 167 
(S.D.N.Y. 1952) 


2226 F.Supp. 55 (D.D.C. 1938). 
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the papers demanded, the persons whose papers are sought 
and the transactions involved. This necessitates a balanc- 
ing of practical equities. If the requirement of descrip- 
tion is too stringent, the Government is shackled. If the 
requirement is mere verbiage, then the witness may be 
compelled to perform acts of faith. The courts, aware of 
this, rule that each paper demanded need not be de- 
scribed, yet the subpoena must be sufficiently instructive 
so that employees of a corporation are rendered capable 
of making a selection with reasonable effort.” Beyond 
this no general rules can be elicited although such phrases 
as the following have been held to be too vague: 


. and all writings recording or reflecting oral or implied 
agreements, arrangements, or understandings ;** 
. actual or estimated volume of production ;?° 
. . all related concerns. . . .7* 


The courts may consider as a factor the degree to which 
the descriptions on the subpoenas correspond to the cor- 
porations’ systems of filing, for this may directly relate to 
the defendants’ ability to comply. In United States v. 
Medical Society of the District of Columbia™ the docu- 
ments demanded were as follows: 


1. All writings of every kind in possession of A.M.A. which 
were made, sent or received by it or by a related individual or 


28 In Consolidated Rendering Co. v. Vermont, 207 U.S. 541 (1908), for exam- 
ple, a subpoena duces tecwm demanding books and papers concerning any busi- 
ness dealings for a period of less than two years between defendant company and 
the cattle commissioners of the State of Veena which gave the dates and 
amounts of checks and vouchers which the company was required to produce 
was upheld as adequately describing the documents demanded. The holding was 
based upon the principle that each particular paper desired need not Ax x, Bee 
cified as this would presuppose a nore rior knowledge of the 
Hammond Packing Co. v. Arkansas, 212 U.S. 322 (1909) for a simi 

24 In re Eastman Kodak Company, supra note 16. In con however, the 
term “photographic material” was not held too broad on the y that its 
meaning must be common knowledge to the company. This would i that 
broader language may be contained within the subpoena when paedereesn relat- 
ing to the very essence of the company business are solicited. 

25 [bid., at 766. This was in reference to the names of any manufacturers to 
whom such production figures were sent. 

26 Jn re United Shoe Machinery Corporation, 6 F.R.D. 347, 348 (D. Mass. 
1947). This phrase was considered too broad as including customers, compet- 
itors, parents, subsidiaries and affiliates of 150 listed concerns. ; 

27 26 F. Supp. 55 (D.D.C. 1938). See also In hod Grand Jury Investigation, 
33 F. Supp. 367 (W.D.N.C. 1940) and the early case of Rawlins v. Hall- 
Epps Clothing Co., 217 Fed. 884 (Sth Cir. 1914). 
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body, during various stated periods running back from October 
1938 as far as January 1916, referring or relating to 10 named 
organizations or persons. 

2. All such writings so made, sent or received from January 
1, 1935 to October 15, 1938 referring or relating to any indi- 
vidual or body engaged in providing, proposing or attempting 
to — prepaid medical care or low-cost group practice of 
medicine. 


3. Minutes, letters or other documents written, sent, or re- 
ceived between January 1, 1932 and October 15, 1938 relating 
to any requirement or proposal that members of the A.M.A. 
hospital staffs be members of local components of A.M.A. or 
to any instances where approval of hospitals for interim training 
was revoked for any reason relating to the membership of the 
staffs. 

Paragraphs numbered 1 and 2, above, were quashed. 
They were held to seek too extensively and generally 
every paper of any nature containing the slightest refer- 
ence to the ten named organizations and persons for the 
periods specified. The A.M.A. had set up no system 
which would allow it to obtain these papers without 
examining all papers for some reference to the large 
classes of persons designated, and those searching could 
not be expected to know names of all such persons and 
organizations. In contrast, the subpoena was allowed to 
stand regarding those documents sought in paragraph 3 
as expressing with adequate clarity the documents wanted. 

Accordingly, a valid subpoena duces tecum must make 
it possible for a reasonably intelligent corporate employee 
to spot and select those documents the government 
wants.”* 

Materiality and Relevancy 


As previously noted it is not necessary to demonstrate 
through known transactions of the companies concerned 
or from oral examination of witnesses that the documents 
sought are probably material to the investigation. The 
subpoena duces tecum is adequate if it sets forth with rea- 
sonable particularity the subjects to which the desired 

28 Application of Harry Alexander, Inc., 8 F.R.D. 559, 560 (S.D.N.Y. 1949). 


See Annot., 23 A.L.R. 2d 862 (1952) dealing with requirements of form, par- 
ticularity and manner of document designation in a subpoena duces tecum. 
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documents relate. The probable materiality or rele- 
vancy of the documents is thus tested in the broad light 
of the generally expressed purpose of the grand jury in 
making its investigation.” 

Questions of materiality and relevancy often arise in 
the form of a challenge that the subpoena duces tecum 
reaches too far back in point of time. To this degree the 
dispute is really one of whether an undue burden is being 
imposed upon corporate witnesses or defendants rather 
than whether the documents sought are material and rele- 
vant. The challenge to the subpoena can be more easily 
overcome when the corporate defendant has either once 
been a prior defendant under the act, or has previously 
complied with a similar subpoena.” 

In Brown v. United States” the Supreme Court upheld 
a sentence of criminal contempt against Brown after his 
refusal to comply with a subpoena duces tecum. The sub- 
poena specified a reasonable period of time and indicated 
with reasonable particularity the subjects to which the 
documents were related.” Significant was the fact that 


29 In re Investigation of World Arrangements, Inc., 13 F.R.D. 280 (D.D.C. 
isa}. In re United Shoe Machinery Corporation, > ERD. 756 (D. Mass. 
380In In re Motions to Quash S Duces Tecum Returnable before 
the Second Grand jury, 30 F. Supp. 527 (S.D. Calif. 1939) motions to quash 
were denied. Some forty subpoenas were issued to the oil companies under inves- 
tigation. These subpoenas were substantially similar in content and form. All 
operating oil companies except the movants had complied with the order. The 
court recognized the severe burden on the movants. Yet it felt that the demands 
were not out of proportion to the complexities of the investigation, and since 
other companies were able to comply with the substantially similar subpoenas, the 
court was satisfied that the movants could also comply. 

81276 U.S. 134 (1928). 

82 The documents demanded were: “All letters or copies of letters, leprames 
or copies of telegrams, incoming or outgoing, passing between ationa 
a Furniture Manufacturers and fai predecessor, the National Alliance of 
Case Goods Association, their officers and agents, and the several members of 
said National Alliance of Furniture Manufacturers and its predecessor, the Na- 
tional Alliance of Case Goods Associations (including “heer o,, pertenreees 
- individuals, and their respective officers and agents) . . . Vi 

1925 relating to the manufacture and sale of case goods, pe particularly 
with reference to” the following activities of the Alliance: general meeting, zone 
meetings, costs of manufacture, grading of various pte S of case goods, issuing 
new price lists, price , maintaining, , or vancing 

cheng carne Rar price cutting, curtailment of ys gree Rae cost bu 
at 

“This subpoena indicates how materiality is relating tothe upon the denomination 
of subject matter. Here specific be aan the manufacture and 
sale of case goods satisfied the requirement of 
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before the particular subpoena was issued Brown had 
produced documents in compliance with a prior sub- 
poena. The court reasoned that having produced them 
once without hardship or difficulty or unwarranted in- 
terference with the affairs of the Association, no valid ob- 
jection could be made to another subpoena identical in 
demand. The underlying theory of this case and of the 
general refusal by the courts to speculate as to actual 
materiality of documents is that, being unable either to 
regulate the subject matter of a grand jury investigation 
or limit its actions on the basis of its own conjecture of 
what the grand jury will uncover, they are not in any 
position to determine the actual relevancy of the docu- 
ments sought. 

Relevancy and materiality so construed can seldom 
form the basis for quashing a subpoena. When docu- 
ments may appear immaterial, the subpoena duces te- 
cum usually will be found defective along other lines.” 
In In re Eastman Kodak Co.,* a motion to quash a sub- 
poena duces tecum was made in the course of a grand 
jury investigation on the grounds of immateriality of the 
evidence sought. The court modified the subpoena not 
because of immateriality but due to the excessive time 
period covered. The Government desired the subpoena 
to reach back 26, and in certain isolated instances as far 
back as 46, years. Prior proceedings against Kodak were 
held not sufficient to justify a demand for such antiquated 
documents. Most of the demands were limited to a ten- 
year period, with further provision that if in the course 
of the investigation it should be made to appear that these 
older documents were essential, they might be ordered 
produced. 

Burden, Inconvenience, and Time 

This much can be stated definitively: the challenge to 

a demand for documents in terms of its being “oppres- 


83 In re Grand Jury Investigation, 33 F. Supp. 367 (W.D.N.C. 1940). 
8¢7 F.R.D. 760 (W.D.N.Y. 1947). 
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sive in scope” or constituting a “fishing expedition” solely 
due to its breadth will be unsuccessful. The test of val- 
idity, generally stated, is found in Oklahoma Publishing 
Co. v. Walling: 
. . . [T]he requirement of reasonableness, including partic- 
ularly in “describing the place to be searched, and the persons 
or things to be seized,” also literally applicable to warrants, 
comes down to specification of the documents to be produced 
adequate, but not excessive, for the purposes of the relevant 
inquiry. Necessarily, as has been said, this cannot be reduced 
to formula; for relevancy and adequacy or excess in the breadth 
of the subpoena are matters variable in relation to the nature, 
purposes and scope of the inquiry.** 


H. Graham Morrison, put it another way: 


It would appear from a reading of all of the cases that it is 
the subject matter of the investigation being conducted by a 
Grand Jury which is the true basis for determining the reason- 
ableness of the discovery demanded and not the inconvenience 
and detriment suffered by a corporate witness in complying with 
a subpoena duces tecum.** 


This statement can be documented easily. In the Bor- 
den case” a subpoena was upheld which brought in 50 
tons of material and required the strengthening of a wing 
of the courthouse in order to store the documents. Judge 
Barnes, presiding over the case, remarked: “I can con- 
ceive of cases where entirely reasonable requests might 
compel persons to cease business for atime... . It may 
well be that somebody will be greatly inconvenienced in 
producing evidence. This is unfortunate. . . . But, that 
is no reason why the courts should cease to function, or 
why the grand jury should cease to operate.” * 

Nevertheless, a detailed enumeration of documents 
alone will not save a subpoena otherwise abusive, if it is 
out of proportion to the nature and purposes of the in- 


85 327 U. S. 186, 209 (1945). 

86 Former head of Antitrust Division, United States Department of Justice. 
Investigation by Grand Jury Subpoena and Other Discovery Processes, CCH 
Antitrust Symposium 1953 at 26. 

8775 F. Supp. 857 (N.D. Ill. 1948). See also Application of Radio Corpora- 
tion of America, 13 F.R.D. 167 (S.D.N.Y. 1952). 

38 Chicago Milk Investigations, unreported case (N.D. Ill. Sept. 12, 1938), 
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quiry.” In In re United Shoe Machinery Corporation® 
a motion to quash a subpoena duces tecum returnable be- 
fore the grand jury was allowed. The original charter 
and all subsequent amendments to it, articles of associa- 
tion and of partnership, certificates of incorporation, con- 
stitutions, rules and regulations of United Shoe Corpora- 
tion and of “all related concerns” including any person 
owning more than 5% of the voting stock of United or 
who has shared in any profit of United were sought. 
United submitted that this subpoena was oppressive and 
compliance with it would require the collection, classifi- 
cation and surrender of some sixty-odd million docu- 
ments weighing about five hundred and fifty tons. It also 
asserted that collection from all members of its vast busi- 
ness structure would occasion a complete stoppage of its 
business and result in injury to itself and the public. De- 
tailed description of the documents sought did not deter 
the court from quashing the subpoena as unreasonable, it 
being “so broad and sweeping as to compel deliverance 
of practically all of the corporations’ files for an indefi- 
nite period of time to the Grand Jury.” “ 

The courts are frequently called upon to make a deter- 
mination as to the reasonableness of a subpoena demand 
for documents remote in point of time. The best that can 
be said is that the time period must be commensurate with 
the importance of the disputed documents sought in the 
eyes of the government, and with the scope of the investi- 
gation. This necessarily requires the court to adjudge 
the good faith of the party demanding the broad cover- 
age.” As to the time period itself, up to 10 years seems 
clearly permissible.* The more distant the time period 

89 Bowman Dairy Co. v. United States, 341 U.S. 214 (1951). 

40 In re United Shoe Machinery Corporation, 6 F.R.D. 347 (D. Mass. 1947). 

41 In re United Shoe Machinery Corporation, supra note 40, at 348. 

42 Application of Linen Supply Cos., 15 F.R.D. 115 (S.D.N.Y. 1953). 

43 In re Fred W. Mears Heel Co., 7 F.R.D. 759 (D. Mass. 1947). Here a 
subpoena was modified to cover not more than ten years. In In re 


Kodak, supra note 16, the subpoenas demanded documents twenty-six to forty- 
six years old, the government claiming this as a necessity in view of the pre- 


vious record of Kodak as an offender under the antitrust laws. This was not 
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from the 10-year mark, the more particular must the doc- 
uments demanded be specified. Justification for the 
longer period must be established by the government.“ 

Finally, where the subpoena is held to be reasonable, 
but compliance would require assimilation and produc- 
tion of enormous quantities of material, a court may fur- 
nish relief by conducting a hearing on matters of disagree- 
ment and may allow a company to produce less than all 
of the documents demanded in the subpoena if the gov- 
ernment is permitted access to the files of the company; “ 
or it may grant additional time to produce the books, or 
may stagger the dates of compliance so that all of the doc- 
uments need not be produced at once. 

The moral is clear. A corporate witness or defendant 
in an antitrust investigation finds narrow protection under 
the standard of reasonableness provided for both in the 
Fourth Amendment and in the more comprehensive Rule 
17(c). He is well advised, upon learning of a pending 
investigation, to voluntarily permit the Federal Bureau 


of Investigation to search his files and records. If in good 


deemed sufficient agen ~ for such an exhaustive coverage and the period 
was limited to ten (with the proviee that the government could apply 


for an additional su std Cf it should become necessary). A ten-year period 
was also approved in Jn re Grand Jury Investigation, supra note 27. An eleven- 
year period was allowed in In re American Medical Ass’n, supra note 22. 

4+ Representative of this proposition are the following cases. A fourteen to 
twenty-year period was disallowed in In re United Last Ct Co., ? F.R.D. 759 

D. Mass. 1947); eighteen to twenty-two years was held excessive in United 

tates v. Medical Society of the District of Columbia, supra note 22; Petition 
of Borden Co., supra note 37, found a twenty-year period reasonable. This 
order imposed a severe burden and represents an extreme holding, but it can 
be justified on a strong —s of necessity bs the government; Jn re United 
Shoe Machinery Corporation, 73 F. Supp. 207 (D. Mass. 1947) limited the 
bulk of material sought to a period of ten a but found twenty-seven years 
reasonable as to minutes, correspondence and reports with specified concerns. 
These documents did not represent a vast amount of material. 

In In re Grand Jury Subpoenas Duces Tecum Addressed to Canadian Inter- 
national Paper Company et al., 72 : Supp. 1013 . D.N.Y. 1947) a motion to 
vacate a subpoena was granted. It sought to have the International Paper 
Company produce documents belonging to two Canadian subsidiaries. It in- 
cluded substantially all files of these subsidiaries from 1939 to 1947 relating to 
newsprint which constituted about two-thirds of the business of the subsidiaries. 
The subpoena was found oppressive and was modified. The court recommended 
that counsel get together to decide which documents were really needed, and the 
court would hold hearings only if the parties disagreed. 

45” re Investigation Conducted by the Attorney General of the United 
States, 27 F. Supp. 997 (S.D.N.Y. 1939). 

46 In re Motions to Quash Subpoenas Duces Tecum Returnable before the 
Second Grand Jury, supra note 30. 
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faith he cannot do this and a subpoena duces tecum is- 
sues, his course should be to seek through discussion with 
government counsel appropriate modification of the scope 
and detail of the subpoena. 

While the court cannot be expected to re-examine or 
to second-guess the grand jury determination, nor compel 
the government, upon whose shoulders resides the ulti- 
mate burden of proof, to disclose its theory of the case, it 
can contribute effectively to the fact-finding process by 
making its offices available, and providing through in- 
formal conferences the opportunity for both parties to 
work toward a mutually satisfactory solution of outstand- 
ing differences. The court can thus help to minimize 
unnecessary delay and expense, reduce the volume of su- 
perfluous documents, and by so doing advance the cause 
of equitable and reliable antitrust enforcement.” 


III 
OBTAINING THE DOCUMENTS OF FOREIGN CORPORATIONS 


An antitrust grand jury subpoena may be served in any 
judicial district within the United States.“ It may extend 


41 This technique was sanctioned in In re Texas Co. et al., California Texas 
Oil Co. et al. v. Kirkland et al., 201 F. 2d 177 (D.C. Cir. 1952). “The interest 
of the courts in the reduction of unnecessary delay, expense, and the volume of 
records in this type of litigation is established by the Report adopted by the 
Judicial Conference in September, 1951. . Certainly the trial court will be 
well advised to direct its efforts toward a ‘minimum of waste of time, money and 
energy in the proceedings at all stages. The Report is a practical chart to 
that end. But three observations must be made in respect of the present matter 
in this court. In the first place, the Report is directed to the trial judge as a 
compilation of advisory recommendations in the public interest; it does not 
purport to impose binding requirements upon him. In the second place, the 
circumscription of an investigation not yet begun involves many considerations 
not to be found in the progress of an action after complaint or indictment. 
However desirable proper limits upon such investigations are—and we have no 
doubt of the desirability—the designing of recommended methods is for joint 
study, as by committee, and for trial court adoption, rather than for appellate 
court selection and dictation, In the third place, the scope of the subpoenas, 
which is the first occasion for consideration of limitations upon the proceed- 
ings, is not before us. That matter, as we have said, is still before the District 
Court. When it considers the subpoenas it may or Fn 4 not deem the imposi- 
tion of some limitations to be in the interest Ta 

48 38 Stat. 736 (1914), 15 U.S.C. §23 (1952); 17(e) (1) Feo. R. Crm. 


Proc. 

“(e) Place of Service 

(1) In the United States. A subpoena requiring the attendance of a witness 
at a hearing or trial may be served at any place within the United States.” 
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to documents located in foreign countries if they are in 
the possession or under the control of a corporation sub- 
ject to the court’s jurisdiction.” This grant of power may 
create corporate anxieties and engender international ten- 
sion. 

A large industry may have in its own files literally tons 
of relevant documents. A large industry may have in- 
numerable so-called subsidiaries, and these subsidiaries 
may have a few tons of documents. Many of the subsid- 
iaries may be alien corporations chartered outside of the 
United States and not directly engaged in business within 
the United States. A parent or several parents may own 
anywhere from | to 100 per cent of the outstanding shares 
of an individual subsidiary. It is, therefore, of compel- 
ling importance to the parent corporation to know when 
it may be forced on pain of contempt, to produce docu- 
ments of its subsidiaries at the behest of a grand jury. 
What are the general powers of the grand jury in this 
connection? By what methods may the grand jury obtain 
the documents of these foreign corporations? At least 
three possible methods appear: 


(1) by manipulation of the corporate device; 

(2) by projection of corporate control from the domes- 
tic parent to the foreign subsidiary; and 

(3) by finding the foreign corporation to be within 
the jurisdiction of the grand jury. 


These methods will be treated in the order indicated. 
The words “subsidiary” and “affiliate” are not defined 
in either the Sherman or Clayton Acts. This is not to say 
that they are nowhere defined. In the Public Utility 
Holding Company Act,” for example, a subsidiary is de- 
fined as a company which the parent owns, controls, or 
holds, with the power to vote 10 per cent of the outstand- 


49 In re Grand Jury Su Duces Tecum Addressed to Canadian Inter- 
national Paper Co., et al., F. Supp. 1013 (S.D.N.Y. 1947) ; In re Harris, 
27 F. Supp. 480 (S.D.N.Y. 1939 ). 


5049 Sra. 803 (1935), 15 U.S.C. §79(b) (1952). 
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ing voting securities. An affiliate is defined as a company 
5 per cent of whose voting securities are owned or con- 
trolled by the parent. 

To a large degree the question involving the grand 
jury’s power to obtain foreign documents is answerable 
in the antitrust field in terms of when subsidiaries and 
affiliates may be recognized or disregarded. 

The parent-subsidiary corporate scheme finds justifica- 
tion in the accepted notion that it is permissible to insulate 
oneself from liability either on the individual or corpo- 
rate levels. If an individual keeps within the confines of 
the incorporation laws, the benefits of these laws will ac- 
crue to him. His private assets are distinguished and 
separated from his corporate assets, his private debts from 
his corporate debts. The same is held true of the parent- 
subsidiary relationship. If a corporation is treated as an 
agent or trustee for the shareholders, the limitations upon 
liability which the incorporation laws are intended to per- 
mit is negated. This same reasoning applies to a parent 
corporation which is a shareholder in another corpora- 
tion, a so-called subsidiary. Hornbook law would have 
it that: 

[A]s the mere ownership of shares and the exercise of 
control which that ownership gives will not cause individual 
shareholders to be deprived of their corporate personality, so 
the separate corporate personality of a corporate Garthdider 
will not be ignored merely because it holds all except the quali- 


fying shares of a subsidiary, or because the affairs of the two 
corporations are managed by common directors and officers. . . . 

he recognition of the separate persona ay of shareholders 
is limited to those instances in which it is used consistently with 
the purposes of corporation laws. Consequently, where the 
device of parent and subsidiary corporations is resorted to, to 
accomplish fraud or to evade a statute or defeat public coven- 
ience, the separateness of the legal personalities will be denied. 
(Emphasis supplied. )*? 


51 See Berle, The Theory of Enterprise Entity, 47 Cotum. L. 
(1947); Douglas and Shanks, Insulation from Liability through Sepia 2 
Corporations, 39 YALE dl. 193 (1929) ; BALLANTINE, CorporaTIONs, I 
142. (rev. ed. 1946) ; LETCHER, CYCLOPEDIA OF Corporations, §§ 25, 30, 
(Perm. ed. 1931). 


52 Stevens, CorporaTIons, §17 (2d ed. 1949). 
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Assuming corporate insulation to be the norm, when will 
it be disregarded in the antitrust field? 


Manipulating the Corporate Device 


It has been noted that separate corporate existence will 
be disregarded in certain circumstances denominated as 
“exceptional.” One of these is “where it otherwise would 
present an obstacle to the due protection or enforcement 
of public or private rights.” ™ 

In the antitrust field the taproot application of this doc- 
trine is found in Northern Securities Co. v. United 
States.* More than nine-tenths of the stock of one rail- 
road company and three-fourths of the stock of another 
were transferred to a holding company specially created 
for the purpose. The stockholders received shares in the 
new holding company in proportion to their holdings.” 

The court found this transaction and subsequent ar- 
rangement an illegal combination on the grounds, inter 
alia, that the transaction had for its purpose only the sup- 
pressing of competition between the companies involved. 
A decree enjoining the holding company from voting the 
illegally acquired stock or exercising any control over the 
railroad companies, and further enjoining the subsidiaries 
from allowing their stock to be voted by the holding com- 
pany and from paying dividends was affirmed. Anxious 
to “accomplish practical results—such results as law and 
justice demand,” the court “disregarded” the holding 
company declaring that it should return the subsidiaries’ 
stock to their respective companies or stockholders.” 


58 New Colonial Ice Co., Inc. v. Helvering, 292 U.S. 435, 442 (1934). 

54193 U.S. 197 (1904). 

55 While sorely oversimplified this statement of facts is sufficient for present 
discussion. 

56 193 U.S. at 360. 

57 It should not be inferred that the policy of the act ao, readily discernible, 
or the legal doctrines applicable to it were Legs ny ustices Brewer, 
Harlan, White, and Holmes did not think The policy o Sherman Act 


must here mean only its abstract and eatin policy, i.e., to prohibit 
restraints against competition. 
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United States v. Reading Co.* likewise, resulted in dis- 
solution of a railroad system dominated by a holding 
company which was found violative of both Sections 1 
and 2 of the Sherman Act. A violation of the Com- 
modity Clause of the Hepburn Act was also alleged. 
Under the latter charge the court pierced the corporate 
veil and held that stock of the coal company acquired by 
a railroad company which effectively would make the 
latter an agent of the former was not designed to allow 
participation in the affairs of the subsidiary in a manner 
normal and usual with stockholders and as such contra- 
vened the policy of the Commodity Clause. 

Even the earliest cases required recognition of separate 
entities unless there was a finding that the very purpose 
of the parent-subsidiary relationship was to evade the par- 
ticular act, such as the Sherman Act, with no other legit- 
imate purpose being served. No one, of course, has ever 
suggested that the mere existence of a parent-subsidiary 
relationship falls within the ban of the Sherman Act un- 
less something more appears. 

For example in Detroit Motor Appliance Co. v. Gen- 
eral Motors Corporation” the General Motors Corpora- 
tion sought to interpose the separate entity of the Buick- 
Olds-Pontiac Sales Company and the Cadillac Motor 
Company in an action against it for violation of an injunc- 
tion resulting from patent infringements. The court dis- 
regarded these separate entities. It found such units were 
in effect departments or mere adjuncts of the parent, ad- 
vancing the parent’s interests, and not their own. The 
theory of this case had been formulated in an earlier pro- 
ceeding against the same defendant in Industrial Re- 
search Corporation v. General Motors Corporation,” 
where it was held that service upon the subsidiaries ef- 
fectively conferred jurisdiction over the parent. There 


58 253 U. S. 26 (1920). 
595 F. Supp. 27 (E.D. Ill. 1933). 
60 29 F.2d 623, 627 (N.D. Ohio 1928). 
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was nothing novel in the reasoning of the court. It was 
an application of the principle that when a corporation 
has grown so large, and entered activities so various that 
it is literally compelled to operate through innumerable 
subsidiaries which further its own ends, it is not to be 
permitted to reap the profits of such subsidiary activity 
while at the same time being insulated from the concomi- 
tant responsibilities. 

There is a noticeable trend in the antitrust field to re- 
gard composite enterprises as being constituted of inde- 
pendent units. This doctrine should not be read out of 
context. It is a response by the court to the defense of 
singleness raised by the companies when they are charged 
with conspiracy under the Sherman Acct. It is in one sense 
an aspect of estoppel. Those who create subsidiaries are 
estopped from claiming such entities do not exist. It is 
not employed in the absence of a charge of conspiracy.” 

In United States v. General Motors Corporation” a 
criminal conviction of General Motors under Section One 
of the Sherman Act was upheld. General Motors was 
held to have conspired with its wholly-owned sales and 
financing subsidiaries to compel independent dealers 
holding G.M. franchises to finance the wholesale and re- 
tail sales of G.M. cars through the General Motors Ac- 
ceptance Corporation. Various coercive methods were 
used to enforce this plan. General Motors defended on 
the grounds that it was a “single trader” so the joint ac- 
tion necessary for a conspiracy under Section One could 
not be present, and that at most it was legally restraining 
its own commerce. The court disregarded General Mo- 
tors unified ownership and held that manufacturing, sales, 
and financing were each separate instrumentalities. 


61 See Intra-Enterprise Conspiracy Under the Sherman Act, 63 Yate L.J. 
372 (1954). 


62 121 F.2d 376 (7th Cir. 1941) cert. denied 314 U. S. 618 $i) dealing See _ 


Timken Roller Bearing Co. v. United — = ty oh, 593 tt 51) dealing 

affiliates; Kiefer-Stewart Co. v. Seagram & 211 ae Pi 
ing with affiliates; Schine Chain Theaters = Ontinited Soe, 334 U.S. 110 
(1948) involving parent-susidiary relationship. 





56 THE GEORGE WASHINGTON LAW REVIEW 


In contrast but equally illustrative of judicial manip- 
ulation are those cases in which a group of related cor- 
porations is considered a single unit thereby barring a 
finding of conspiracy. 

In Windsor Theatre Co. v. Walbrook Amusement Co." 
private civil suits were brought under the Sherman Act 
alleging a conspiracy between two movie theaters. It was 
established that the president of both corporations was the 
same person. He and his wife owned the stock of both 
corporations jointly, but it was not established that the 
wife actively participated in the affairs at hand. The 
court did not find a conspiracy feeling that since officers 
and agents are the only means through which a corpora- 
tion can operate, and since there was no showing of meet- 
ing of the minds of the officers and agents of the respec- 
tive corporations, there was no evidence of conspiracy. 
Observing that since a single individual could not con- 
spire with himself, and no other conspiracy was shown, 
the court distinguished the General Motors case, supra, 
on the grounds that there two or more agents or officers 
of a corporation could conspire, but in the absence of con- 
spiracy by the agents, the single president could not con- 
spire with himself. 

These holdings demonstrate that the courts, in adjudi- 
cating rights under the Sherman Act, must and do analyze 
the unique facts surrounding particular corporate struc- 
tures. If it appears that one member of the corporate 
group has been organized as a mere camouflage to screen 
a forbidden act, or if a subsidiary is managed primarily 
for the selfish interests of the parent and to the prejudice 
of the public, the ostensibly distinct corporate entity will 
be ignored.“ 


6394 F. Supp. 388 (D. Md. 1950). 

64 This approach is similar to that found in other fields of the law. See 
Press Co., Ee. v. N.L.R.B., 118 F.2d 937 (D.C. Cir. 1940), cert. denied, 313 
U.S. 595 et ‘He . i Randolph Laboratories, Inc. v. Specialties Development ‘Cor- 
poration, 62 F. Supp. (D. N.J. 1945), modified and affirmed on different 
gromes 2 178 F.2d 477 (3rd Cir. 1949), cert. denied 339 U.S. 952 (1950) ; Chi- 

Car Co. v. Keith Ry. Equipment Co., 148 F.2d 4 (7th Cir. 1945). 
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If a grand jury in the exercise of its subpoena power 
may likewise go behind the corporate structure, prevail- 
ing jurisdictional hurdles to the acquisition of documents 
are materially lowered. While the grand jury may pos- 
sess authority analogous to that of a court, it cannot rea- 
sonably make the ultimate substantive determination un- 
der the Sherman Act as to the purpose for which, or the 
methods by which, particular subsidiaries have been or- 
ganized or operated by a parent. At the time of the in- 
vestigation the presumption of innocence surrounds all 
the parties even though there may be some inference of 
possible violation of the antitrust laws. Nevertheless, the 
grand jury must obtain documents to fulfill its duty of 
ascertaining the existence or non-existence of a probable 
violation of the Act. Although the acquisition of docu- 
ments is a procedural matter, the manipulative tool util- 
ized by the grand jury resembles that employed by the 
courts when they determine the existence or non-existence 


of substantive violations. This weapon of the grand jury 
is found in the doctrine of control. 


The Doctrine of Control, its Development and Present 
Status; Foreign Entanglements 


To be excused from a subpoena duces tecum it is nec- 
essary for the subpoenaed party to establish that it lacks 
custody over the records, or that the records are not within 
its possession or control. If the subpoenaed party claims 
lack of custody, he must also establish that he cannot ob- 
tain possession of the documents.” ‘The crucial issue is 
what constitutes sufficient control by a parent of a sub- 
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ced. ne gy" Colne Cae eu U. Ss. 25 ( (1940) ; 
Sam: v. Im ‘aper or Corp., ; 
Inc. v. Laughran, 86 F.2d 686 (9th Cir. 1936). 

65 There is a presumption that a corporation has Speomtien noel canted et te 
own books. In re Ironclad Mfg. Co., 201 Fed. 66 (2d Cir. aa 
assumption of this and similar cases is that the corporation may be RA. to 
take only such steps as are lawful to comply with the subpoena. No one would 
seriously contend that a corporation should (or could) be forced garnet Be legal proc- 
ess to obtain records which did not belong to it, or were not within its legal 
reach, and so subject itself to an action in trespass or 
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sidiary as to require the parent to produce before a grand 
jury the books of its subsidiaries. 

An early case with lasting consequence is Munroe v. 
United States.” A five-man partnership engaged in bank- 
ing was organized under French law. Its principal office 
was in Paris but a branch office was maintained in New 
York. Three partners resided in France. A grand jury 
subpoena was served in the United States on the senior 
partner of the firm. This subpoena demanded the produc- 
tion of cancelled checks drawn by a Massachusetts resi- 
dent on a checking account in the Paris office in payment 
of accounts due to various French residents. The partner 
upon whom service was had made no attempt to persuade 
his partners in France to send the checks. He was conse- 
quently cited for contempt. This conviction was reversed 
by the circuit court on the grounds that the partners be- 
ing joint owners of the checks had a right to custody of 
them and that the American partner had no legal right 
to obtain custody of the checks without his partners’ con- 
sent. No evidence was adduced demonstrating that even 
if he had insisted upon production of the checks, he could 
have obtained them. A test was stated and has since re- 
mained. 

The court could not compel Munroe to do what he could not do 
in his own right nor punish him for contempt in neglect in 


reference thereto . . . it could only punish him for what was 
in his power or legal right todo... .®* 


In short, Munroe was not required to do something un- 
der pain of contempt if this task could only be accom- 
plished by securing the consent of others. Furthermore, 
the court ruled that he was not required to expend great 
personal effort or assume heavy responsibility to the end 
of acquiring the documents requested. Due to the continu- 
ing reliance upon this case consideration should be given 
to the reasoning of the court. 


86 216 Fed. 107 (1st Cir. 1914). 
67 216 Fed. at 111. 
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He [Munroe] could not lawfully be called upon under a writ 
of subpoena duces tecum to sue and labor to the extent of super- 
intending shipment of papers from France to the United States, 
to have the care and responsibility of them upon arrival . . . 
and to assume all other incidents of an importation of this char- 
acter. . . . We make these observations because the amount of 
responsibility and attention required from the position of the 
United States, with reference to importing documents from a 
foreign country, are too great to be lawfully demanded as the 
result of a subpoena duces tecum upon an ordinary witness.** 


The court refused to decide the question of whether 
service of a subpoena could compel a witness to go out- 
side of the district of his own residence to obtain docu- 
ments, or whether a subpoena duces tecum could compel 
a holder of documents to transport them from a foreign 
country to a domestic country. 

The courts adhered to the Munroe rationale. An Amer- 
ican bank was not required to produce a transcript of an 
account from its London branch where the latter con- 
ducted its business under British banking regulations, 
kept its own reserves, and made its own investments even 
though it was in charge of a vice president elected by the 
directors of the home branch in the United States.” 

In Trumbauer v. Parson” a subpoena for banking rec- 
ords of a French banking house was served on a New 
York banking firm which was a partner in the French 
company. The refusal of the New York firm to comply 
with the subpoena was upheld by the New York court on 
the basis of the Munroe decision. 

This same legal pattern prevailed in In re National 
Public Utilities Investing Corporation” where the rec- 
ords of a foreign corporation owned and controlled by a 
domestic corporation could not be obtained by service on 
the president of the latter.” 

68 216 Fed. at 112. 


69 In re Harris, supra note 49. 
™70N. Y. Sup. Ct., Spec. Term, N.Y. (1937). Index Nos. 20532 and 20533, 


——— 
1279 F.2d 302 (2d Cir. 1935)._ ; 

12 The same rationale was used in Cohen v. International Brokerage & Clear- 
ing Co., 124 Misc. [New York] 860 (Sup. Ct. 1925) where a subpoena was 
served on the secretary of a Missouri corporation which did business in New 
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The consistent results attained under the Munroe case 
began to appear with less regularity as novel situations 
emerged. The courts first whittled down Munroe by em- 
ploying new techniques and then sapped it by indirection. 
S.E.C. v. Minas de Artemisa™ involved an Arizona cor- 
poration which owned all the shares in the defendant 
Mexican corporation, which in turn owned and operated 
various mines in Mexico. The president of the Arizona 
corporation was also president of the Mexican corpora- 
tion as well as owner of a majority of its stock. While the 
Mexican corporation operated the mines, the president 
conducted all other aspects of its business. The president 
was served with a subpoena duces tecum in Arizona. It 
demanded production of records of the Mexican com- 
pany. The president duly appeared but refused to pro- 
duce the documents. The court, leaning on past deci- 
sions, might well have found that documents of the Mex- 
ican corporation were within the custody of the president 
as president of both companies. Instead the court found 
that the Mexican corporation was sufficiently within the 
jurisdiction of Arizona so that personal jurisdiction over 
it could be obtained. As a result it was compelled to 
produce papers from outside the country. This case went 
very far in overcoming jurisdictional limitations. De- 
fendants claimed that papers could not lawfully be re- 


York. The court limited the scope of the subpoena to those papers in the cus- 
tody of the secretary in New York. _ 

It is interesting to note that even prior to Munroe v. United States, supra, 
note 66, the courts required the production of documents only when in the im- 
mediate custody of the person subpoened. In In re Sykes, 23 Fed. Cas. 579, No. 
13,707 (S.D.N.Y. 1878) a subpoena was issued from the United States to Sykes, 
an officer of an Illinois railroad corporation, to produce various designated cor- 
porate documents. A branch office of the corporation under the charge of 
Sykes was located in New York where the subpoena issued. Sykes had some 
papers in New York, but the papers sought were in Chicago in custody of a 
coordinate officer not under the direct control of Sykes. In regard to the con- 
tention that the witness failed to use his affirmative powers to obtain these 
documents, the court stated: “It is said that he should be required to use all 
the measures shown to be in his eased to get them . . . but it does not appear 
that he could get such leave (to obtain the papers) except for some purpose con- 


nected with the company’s business, and, if he could do so, this section does not 

impose any such duty upon the witness. Clearly the subpoena does not require 

him to obtain the custody of books in order to produce them, but simply to 
roduce books ra pers that are in his custody.” (Emphasis supplied.) 


mr 150 F.2d 215 Cir. 1945). 
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moved from Mexico under Mexican law. The court re- 
sponded that Mexican law did not apply to papers of the 
Mexican corporation located in Arizona, and as to papers 
located in Mexico the Mexican corporation should be 
ordered to make an application to Mexican authorities 
for permission to remove them. In the alternative the 
Mexican corporation was ordered to produce authenti- 
cated copies or permit the S.E.C. to make a personal in- 
spection of papers in Mexico. 

A similar approach was utilized by the court in In re 
Grand Jury Subpoenas Duces Tecum Addressed to Can- 
adian International Paper Company."* Subpoenas were 
served upon three companies—on the parent, Internation- 
al Paper Company, on its Canadian subsidiary, Canadian 
International Paper Company (Canadian), and upon a 
subsidiary of Canadian, denominated for convenience, 
“Sales.” International asserted that no subpoena could 
validly compel it to produce books and other documents 
of its subsidiary, and that since the subsidiaries were not 
engaged in business in New York, these subsidiaries could 
not be called upon to produce their own books. 

The operating arrangement between the companies was 
that Canadian shared office expenses, rent, salary of offi- 
cers and employees, as well as telephone and telegraph 
charges with its parent, International. Canadian main- 
tained a bank account in New York and shipped news- 
print into New York. While several officers of Interna- 
tional and Canadian were identical and acted with au- 
thority for either corporation at different times, some of 
Canadian’s officers were located in New York. Can- 
adian’s subsidiary, Sales, had over forty employees in the 
United States who carried on negotiations with customers 
in this country and were authorized to take orders. It 
maintained a substantial bank account and was listed in 
the New York directory. It likewise shipped substantial 
quantities of newsprint into New York. 


1 Supra, note 49. 
3 
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International’s motion to quash or modify the subpoena 
duces tecum was passed over by the court. It was unnec- 
essary to consider it. Canadian and Sales were found to 
be present in New York sufficient to justify subjecting 
them to the jurisdiction of the court. Therefore, both 
subsidiaries were ordered to produce their documents 
directly.” 

It is obvious that the Munroe custody and control test 
is not strictly followed. In re Rivera” involved a New 
York bank which had established a branch office in 
Puerto Rico. Although the by-laws of the New York 
bank showed that it had control over the records in the 
Puerto Rico branch, the, subsidiary was operated as a 
distinct and separate unit. Nevertheless, the court up- 
held an order requiring the New York bank to produce 
the books and papers of the Puerto Rico bank. The court 
did not rely upon a finding of presence within New York 
of the Puerto Rico bank so as to subpoena it personally. 
On the facts, this decision is difficult to reconcile with 
In re Harris where no control was found. The cases do 
not reflect a quantitative difference in control exercised by 
the domestic corporation. Perhaps the explanation lies 
in the fact that Puerto Rico was not a foreign sovereign 


7™ The method by which foreign corporations may be subjected to the juris- 
diction of the grand jury subpoena will be treated in further detail at the end 
of this section. The case does illustrate, however, how the courts may be 
able to resort to doctrines other than that of control where control as gen- 
erally interpreted cannot be found. : 

A tactical maneuver which was disallowed by the court is noteworthy. 
Canadian’s board of directors, being represented by residents of Canada only, 
resolved that the records of Canadian should be maintained in the custody of 
the board of directors and should not be allowed outside of Canada. The re- 
sult of this was that the officers were placed in the position of contending that 
they lacked control of the books and therefore were unable to produce them. 
The court disposed of this notion in short order declaring, inter alia, that the 
subpoena was directed to the corporation which can only act through its officers 
and directors so that a subpoena directed to the corporation included the officers 
and directors and possession of documents by the directors was possession by 
the corporation. ‘ P 

Subsequently the Province of Ontario passed a statute, The Business Records 
Protection Act of 1947, 1 Rev. Stat. or Onrarto, 409 (1950 ed.) which does 
not allow the records of any business carried on in Ontario to be taken out 
of Ontario unless consistent with regular business practice between parent 
and subsidiary and consistent with the laws of Ontario or Canada. 

Canada is not the only country which has enacted such a law. See Produc- 
ers Releasing Corp. De Cuba v. P.R.C. Pictures, 176 F.2d 93 (2nd Cir. 1949). 

7679 F. Supp. 210 (S.D.N.Y. 1948). 
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so less control was needed. Perhaps the explanation is 
simply the greater liberality in the later court’s interpre- 
tation of control. 

The most recent and one of the most exhaustive decis- 
ions on the problem of control is found in United States 
v. Fleischman." It deserves thorough consideration. A 
member of a governing body of an unincorporated asso- 
ciation was served with a subpoena duces tecum issued by 
the Committee on Un-American Activities of the House 
of Representatives. Only members of the association 
board acting officially and in unity could direct the secre- 
tary of the board to produce the records. No meeting of 
the board was held. Defendant failed to produce the 
documents demanded. Her defense was that she lacked 
authority to produce the documents and that she had no 
personal custody over them. She asserted that she had 
no legal right to the documents, that she lacked the power 
to produce them and consequently lacked control suffi- 
cient to throw her into contempt for failure to produce. 
The Supreme Court sustained her conviction. It demon- 
strated its unwillingness to accept lack of individual con- 
trol as a complete defense. To be held not liable she would 
have had to comply with a further duty. In this case the 
defendant had to act within the limits of her power to 
bring about compliance with the subpoena. The burden 
of proving a minimum effort on her part to comply with 
the Congressional order was shifted to the defendant. 
The court stated : 

But to hold that, because compliance with an order directed to 
the directors of a corporation or other organization requires com- 
mon action by several persons, no one of them is individually 
responsible for the failure of the organization to comply, is effec- 


tually to remove such organization beyond the reach of legis- 
lative and judicial commands.” 


Once the government had sustained its burden of estab- 
lishing that the executive board had power to produce the 


17 339 U.S. 349 spent 
78 339 U.S. at 357. 
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requested records, the burden shifted to the defendant to 
show that she had done all within her power to obtain 
compliance by the board. The court relied upon what it 
termed a familiar doctrine in criminal cases that “it is not 
incumbent on the prosecution to adduce positive evidence 
to support a negative averment the truth of which is fair- 
ly indicated by established circumstances and which if 
untrue could be readily disproved by the production of 
documents or other evidence probably within the de- 
fendant’s possession or control.” ** The defendant, failing 
to adduce evidence adequate to establish an effort to com- 
ply with the subpoena, or proffering a reasonably con- 
vincing excuse in lieu thereof, made the government’s evi- 
dence sufficient to hold the defendant in contempt. 


Justice Black dissented. His fundamental criticism 
was levelled at what he believed to be a reversal of crim- 
inal procedure. He observed that the decision created a 
presumption of power to produce documents saddling the 
defendant with the burden of proving innocence by af- 
firmatively showing that the presumption should not ap- 
ply to her. 


Going back to the doctrine of the Munroe case, supra, 
he stated : 


Refusal to comply with a subpoena to produce papers can be 
punished only if the witness has power to produce. It is a 
complete defense for him to show that the papers are not in his 
possession or under his control. For a subpoena duces tecum 
does not require a witness “to sue and labor in order to obtain 
the possession of any instrument from another for the purpose 
of its production afterwards by himself... . .” .4 command to 
produce is not a command to get others to produce or assist 
in producing.*° (Emphasis supplied.) 


Through his dissent Justice Black exposed the funda- 
mental change wrought by the majority. 


The foundation of the Court’s theory is that a subpoena duces 
tecum addressed to an individual board member includes the 
command that he do “all he can” to bring joint board action to 


79 339 U.S. at 360-361. But see Traub v. United States, Cr. No. 12610, 
D.C. Cir., Sept. 29, 1955. 


80 339 U.S. at 366. 
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produce the subpoenaed papers. This doctrine expands the scope 
of the subpoena duces tecum far beyond its traditional boun- 
daries.. . .% 

In more general terms the basis of the dissent is the state- 
ment that the “time-honored rule that the Government is 
required to prove every essential ingredient of an offense 
it charges, provides a safeguard essential to preservation 
of individual liberty against government oppression. It 
should not be sacrificed in order to sustain the conviction 
of a single defendant whose guilt the Government has 
plainly failed to prove.” ” 

The majority made no reference to the Munroe case. 
Perhaps it did this on the theory that the two cases were 
of different colors. That the Munroe case involved a 
grand jury subpoena duces tecum, while the Fleischman 
case involved a subpoena duces tecum issued under a fed- 
eral criminal statute is true, but the cases are too close in 
theory to warrant the silent treatment accorded the Mun- 
roe case unless the purpose was to overrule it by silence. 
A corporate witness or defendant may no longer assert 
the necessity for securing the consent of others as a defense 
to producing the documents of so-called subsidiaries; it 
may not simply assert lack of custody and power and sit 
serene in the belief that no contempt will issue. Affirma- 
tive steps must be taken. 

In re Investigation of World Arrangements® made 
clear what constitutes control and what affirmative steps 
corporations must take regarding the production of books 
of their subsidiaries. Defendants had maintained that 
they could not reach the files of their own subsidiaries un- 
less such files were available “free of the necessity of se- 
curing the consent of others.” This theory was rejected 

81 339 U.S. at 368, 36 

82 339 U.S. at 377. 5 Black might not have dissented had the con- 
tempt proceeding arisen under a grand jury subpoena rather than a c 
statute which granted Congress power to subpoena witnesses and books. His 
dissent was not frivolous for criminal statutes must have Ara soron standards 
and provide more adequate notice than can reasonably be ential ji in a grand 


jury investigation 
83 107 F. tax 628 (D.C. 1952). 
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by the court which reasoned that a parent corporation or 
subsidiary corporation functions under the guidance of 
its directors. As a result, if one corporation has power 
by itself or through another corporation or series of cor- 
porations under subpoena to elect a majority of directors 
of another corporation, it will be deemed a parent cor- 
poration and in control of the corporation whose directors 
it has the power to elect to office. The court ruled that if 
any corporation under subpoena duces tecum had this de- 
gree of power to control, it must secure the documents de- 
manded by the government. The court indirectly re- 
jected the approach of the earlier Munroe case. 

It has been shown that many documents demanded are 
located in foreign countries. These countries may pro- 
hibit removal of the papers. Corporate defendants may 
incur penalties if they attempt to comply with the sub- 
poena against the prohibition of the foreign government. 
Since, as indicated, the demand for documents is a pro- 
cedural matter, it follows that the law of the forum gov- 
erns. Nevertheless, procedural law in one jurisdiction 
may conflict with substantive law in another, and no court 
should impose a so-called “procedural” order which 
would occasion serious criminal penalties under foreign 
substantive law. 

Aware of this potentiality, Judge Kirkland has indi- 
cated that a party need not produce documents demanded 
by the grand jury upon satisfactory proof of: 

(1) A good faith endeavor to gain consent from the 
foreign sovereign to remove the required documents; 

(2) A showing of what, if any, interests the foreign 
sovereign has in the investigation; 

(3) Proof of the foreign law by the opinion of ex- 
perts or by other proper evidence.“ 

The courts when faced with this problem are really 
being called upon to determine whether or not the for- 
eign sovereign, rather than the ostensibly private cor- 


84 In re World Arrangements, supra note 83. 
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poration, is the real party engaged in commerce affecting 
the United States. While it is true that a sovereign gov- 
ernment is immune in a suit in the courts of another 
nation, there is a marked tendency, where the sovereign 
is actively engaged in business, to restrict this immunity.” 
Consequently, the courts must seek to inform themselves 
thoroughly as to the relationship which exists between 
the foreign sovereign, the corporation whose records are 
sought, and the industry under investigation. In so doing 
the courts may take judicial notice of the sovereign char- 
acter of a party consulting the Department of State when 
necessary.” The foreign government itself may, if it 
feels the corporation whose books are being requested is 
really its own instrumentality, ask our State Department 
to grant it immunity, or it may appear before the court 
to seek immunity.” 

If the conclusion is reached that a given corporation 
is an instrumentality of a foreign government, and indis- 
tinguishable from it,* the court should quash or appro- 


priately modify the subpoena, for it would be as inequit- 
able to cite the domestic corporation for contempt under 
such circumstances as it would be foolhardy to ignore the 
position of the foreign sovereign. The policy underlying 
this conclusion has been well stated by a member of the 
Attorney General’s National Committee to Study the 
Antitrust Laws: 


This and the other cases cited in the Report show that the 
Congressionally intended application of the Sherman Act does 
not comprise cases involving interference with another nation’s 
sovereignty. The Sherman Act is not an exception to the Su- 
preme Court rule that broad and sympathetic standards must be 
applied in applying regulatory statutes to cases involving any 
interference with the sovereignty of another nation. . . . 


85 See 42 Harv. L. Rev. 1078. 

86 Republic of China v. Pang-tsu Mow, 101 F. Supp. 646 (D.D.C. 1951). 

87 Republic of Mexico v. Hoffman, 324 U.S. 30 (1945). 

88 The government need not own all the stock, or any, for a 
be considered its instrumentality. Smith v. Kansas City Title & Trust tC, 
255 U.S. 180 (1921); Farmers and Mechanics Sav. Bank of Minnea; 
Minnesota, 232 U.S. 516 (1914). See Dexter & Carpenter, 7 pmo oe 
Jarnvagsstyrelsen, 43 F.2d 705 (2d Cir. 1930). 
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Nothing involves another nation’s sovereignty more inti- 
mately than its own laws regulating the ownership and control 
of development programs, production, distribution and commer- 
cial activities within its own territorial limits.** 


The Doctrine of Control in Summary 


While it is often dangerous to make a legal summary, 
the following rules suggest themselves regarding cor- 
porate production of foreign documents at the request of 
a grand jury: 

(1) It is presumed that a corporation has custody, pos- 
session, and control of its own books and records. 


(2) A corporation served with a legally sufficient sub- 
poena duces tecum must produce its own documents 
unless it rebuts the presumption of possession, and it 
must produce those documents which are located beyond 
the physical limits of the United States if it controls them. 
The test is control not location. 


(3) A domestic corporation which has the power on 
its own or jointly with other subpoenaed corporations to 
elect directors of another corporation, be it domestic or 
foreign, will be deemed a parent corporation possessing 
adequate power to control, and having capacity to pro- 
duce the business records of the latter corporation—the 
so-called subsidiary. 


(4) If a parent corporation has such control over a 
subsidiary, or if evidence before the grand jury indicates 
that a subsidiary has been organized solely to screen a 
forbidden act or is operated exclusively to benefit the 


89 REporT OF THE ATTORNEY GENERAL’S NATIONAL COMMITTEE TO STUDY THE 
Antitrust Laws, March 31, 1955, page 77, n. 64. 

Jurisdictional problems also arise in formulation of decree provisions. United 
States v. Imperial Chemical Industries Ltd, 100 F. Supp. 504 (S.D.N.Y. 
1951); decree 105 F. Supp. 215 (S.D.N.Y. 1952). 

For a greater appreciation of the international sepecte of the antitrust laws 
see Carlston, Antitrust Policy Abroad, 49 Nw. U.L. Rev. 569-593, 713-736 
(1954-5) ; _Timberg, Antitrust and Foreign Trade, 48 Nw. U.L. Rev. 411 
(1953) ; Haight, International Law and E-xtraterritorial Application of Anti- 
trust Laws, 63 YALE L.J. 639 (1954) ; Whitney, Sources of Conflict Between In- 
ternational Law and the Antitrust Laws, 63 YALE L.J. 655 (1954). 

These statements regarding foreign entanglements in the fact finding process 
my — to indicate the problem. They should not be considered exhaustive 
or definitive. 





UNCOVERING VIOLATIONS OF THE ANTITRUST LAWS 69 


parent and to the detriment of the public, and the parent 
fails to produce the documents requested it will be held 
in contempt unless: 

(a) it introduces evidence to show what steps it took 
to comply with the subpoena. Since a corporation is rep- 
resented and acts through its officers and directors, any 
one of them served must take steps to obtain joint or 
board action to comply since together they control the 
action or inaction of the corporation. If evidence of a 
good faith endeavor is introduced, it would be unreason- 
able to hold any subpoened individual in contempt as 
lack of possession or control over the documents is thus 
demonstrated. 

Even where control is evidenced, the courts should 
acknowledge the impossibility of compliance where it 
appears that the foreign corporation is an instrumentality 
of the sovereign wherein the documents are located, and 
the foreign sovereign opposes production to protect its 
own national interests as it sees them. 


(b) it introduces evidence to show why no steps were 


taken. It may not escape prosecution by remaining 
quiescent. 


Serving the Foreign Corporation Directly 


As a matter of corporate logic it can be assumed that a 
subsidiary does not control its parent. The doctrine of 
control, consequently, would not help a grand jury obtain 
the documents of a parent through service upon the sub- 
sidiary. If process may be served upon the parent di- 
rectly, the problem vanishes. When may this be done? 

Section 12 of the Clayton Act has two functions.” It 
fixes venue for antitrust suits against corporations and 
determines where process in such suits may be served. 


90 38 Srat. 736 (1914), 15 U.S.C. $22 (1952). 
“District in which to sue corporation 

“Any suit, action, or proceeding under the antitrust laws against a corpora- 
tion may be brought not only in the judicial district whereof it is an inhabitant, 
but also in any district wherein it may be found or transacts business; and all 
process in such cases may be served in the district of which it is an inhabitant, 
or wherever it may be found.” 
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A corporation chartered abroad is not an inhabitant 
of the United States. Such corporation may, therefore, 
seek to have the subpoena duces tecum quashed on the 
ground that no lawful service could be, or had been, 
made upon it as it was not to be “found” within the 
United States.“ To the extent that the word “found” 
is liberally construed, jurisdictional obstacles to the 
proper enforcement of the antitrust laws are lessened, 
and the trend is in the direction of liberal construction. 
The corporate activities are examined in their entirety 
and not atomistically. But this was not always so. 

That a foreign corporation owned stock in a subsidiary 
locally chartered, or which did business within the state, 
was not a sufficient basis for bringing the parent within 
the state for the purpose of service under early law.” 

The courts adhered to this rule although the parent 
completely dominated the subsidiary, formally, finan- 
cially, and commercially.” A parent was able to sell 
goods in a state through a controlled and dominated sub- 
sidiary without subjecting itself to the jurisdiction with- 
in which the subsidiary was operating.” 


91 In re Grand Jury Stem uces Tecum Addressed to Canadian Inter- 
national Paper Co., et al. 72 F. owe! (S.D.N.Y. 1947). 

92 An early and. leading case for thi Se om is Peterson v. Chicago, 
R. I. & P. Railway Co., 205 U.S. 364 (1907). One railroad company owned 
almost the entire capital ‘stock of another railroad. A vice president and several 
lesser agents of the subsidiary were served. The subsidiary was within the 
jurisdiction of the court. The parent was not. The court held that the parent 
was not doing business in the ae and that certain common employees were 
really agents of the subsidi: aie that service was ineffective. People’s To- 
bacco Co., Ltd. v. American co Co., 246 U.S. 79 (1918), is in accord with 
this principle. 

%8 A striking ciample of this is Cannon Mfg. Co. v. Cudahy Packing Co., 
267 U. S. 333 (1925). A parent company nnieeeated | in Maine had complete 
stock ownership of its subsidi which was incorporated in Alabama and did 
business in North Carolina. parent exerted operative control over the 
subsidiary to nearly the same extent as it did over its own departments which 
were not separately incorporated. Separate books were kept, however. The 
court held that even with such a showing of domination the parent did not do 
business in North Carolina so as to be present there for suit. The court was 
unwilling to find the subsidiary a “mere” instrumentality of the parent. 

In Ken Electric Power Co. v. Norton Coal Mining Co., 93 F.2d 923 
(6th Cir. 1938) an extreme case is presented where complete stocle ownership 

along with a finding of identical officers and directors in parent and subsidiary 

d insufficient to disregard the separate corporate entities in order to ob- 

tain jurisdiction. 
°4 Consolidated Textile Corporation v. Gregory, 289 U.S. 85 (1933). In 
Steinway v. Majestic Amusement Company, 179 F.2d 681 (10th Cir. 1950) the 
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These interpretations were made under what might 
be termed the “presence” rule of determining jurisdiction 
over foreign corporations. International Shoe Co. v. 
Washington® cast a new mold within which to test valid 
service on a foreign corporation. The case involved the 
activities of salesmen of a foreign corporation; it did 
not involve a parent-subsidiary relationship. The pres- 
ence test was abandoned. In its stead arose the highly 
flexible tests of “balance of conveniences” and “tradi- 
tional notions of justice and fair play.” The thrust of 
such a change is to enable the courts to find either parent 
or subsidiary within the jurisdiction more easily. 

This new legal tool was soon pressed into service in 
the antitrust field. In United States v. Scophony Cor- 
poration” a British corporation was found to be “present” 
and amenable to service of process in the United States 
by reason of its ownership of three-fifths of an American 
corporation created to conserve and exploit the former’s 
television patents and inventions. Here service was had 
on the president of the American corporation and on a 
British director sent to settle certain corporate internal 
problems. In a civil proceeding instituted under the 
Sherman Act the court found service on the British cor- 
poration valid. This would seem to be in line with the 
test of the International Shoe case since the conclusion 
that the British corporation could be served in New York 
was based not simply on the fact that it was present in 
New York, but upon the rejection of the notion that for 
the purposes of service the parent-subsidiary relationship 
should be analyzed in terms of its formal structure. Valid 
service was to be determined upon traditional notions of 


real party to the action was the parent. The court held, however, that owner- 
ship and voting of the majority stock in the subsidiary by the foreign parent on 
two occasions did not constitute doing business within the state, nor was this 
sufficient to disregard the corporate entities. 

95 326 U.S. 310 (1945). 


%¢ 333 U.S. 795 (1948). 
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fair play based upon the entire course of the parent’s 
conduct: 


The contracts created controls in Scophony, and in the American 
interests as well, which taken in conjunction with the stock con- 
trols, called for continuing exercise of supervision over, and 
intervention in American Scophony’s affairs.*” 


The court went on to state that Scophony’s New York ac- 
tivities were not confined to negotiation and execution of 
the agreements. In short they found that British Sco- 
phony was not concerned with mere stock ownership or 
investment, but with more active participation in the 
affairs of their American subsidiary. 

It can be argued that this case is not really a rejection 
of the presence test since the British director, on his cru- 
sade of extricating the American corporation from its 
stalemate with the powers of mortgagee, corporate officer 
and attorney-in-fact was present in New York. It is 
doubtful that this is the correct reading of the case or that 
such presence would have been sufficient to serve the 
British corporation under those tests existing prior to the 
International Shoe case, supra. 

The holding of the Scophony case is in line with the 
interpretation given International Shoe, in United States 
v. United States Alkali Ass'n, and United States v. Im- 
perial Chemical Industries.” In the former case service 
was had on an officer of a subsidiary incorporated in New 
York and wholly owned by a London corporation, the 
defendant. ~The New York corporation was buying and 
selling agent for the London parent. It was also its rep- 
resentative on policy matters. Certain officers and em- 
ployees who were under contract to the London firm com- 
pletely dominated and directed the activities of the New 
York corporation. As a result the court found that they 
acted continually and invariably to promote only the 


97 333 U.S. at 814. 
98 1946 C.C.H. Trade Cas. 9 57, 481 (S.D.N.Y. 1946), opinion unreported. 
99100 F. Supp. 504, 511 (S.D.N.Y. 1951). 
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interests of the London corporation, making New York 
the “alter ego” of London. The London corporation 
was, therefore, “found” within the jurisdiction. 

At the same time consideration should be given to 
Winkler-Koch Engineering Co. v. Universal Oil Prod- 
ucts Co. Standard Oil of California was allegedly 
doing business in New York through its wholly-owned 
subsidiary, California Commercial Company. The lat- 
ter performed services for Standard Oil but kept separate 
books and had independent directors. California Com- 
mercial simply served to introduce new products into 
the east and could in no way commit Standard Oil to 
contractual obligations. Unquestionably the most vital 
duty of the subsidiary involved the gathering of informa- 
tion pertaining to the petroleum industry, such as new 
products, general economic conditions including changes 
in crude prices and market trends, and general news items 
of immediate interest. It should be noted that Commer- 
cial performed these services not only for Standard but 
for other companies as well. However, all these other 
companies were formally connected with Standard to 
some degree. 

The New York district court concluded that the de- 
fendant, Standard Oil of California, was not transacting 
business of any substantial amount in New York sufficient 
to justify a valid service upon it. Apparently the court 
decided that “justice” and “fair play” would not permit 
an opposite result. 

What conclusion is warranted? If the parent controls 
and dominates its subsidiary as a business fact, if it car- 
ries on more than casual disconnected business transac- 
tions within the forum, the courts may refuse to atomize 
the corporate structure and may feel that fair play allows 
service on a foreign corporation because in reality it is 
acting within the court’s jurisdiction and only nominally 


100 70 F. Supp. 77 (S.D.N.Y. 1946). See also Dam v. General Electric Co., 
111 F. Supp. 342 (E.D. Wash. 1953). 
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through another." Presence within a particular juris- 
diction is found more easily when the courts look to the 
more sweeping test of the economic realities of an oper- 
ating business rather than to a technical finding of pres- 
ence. A corporation which treats another as a depart- 
ment of its own and engages in business within the United 
States will not be heard to complain, regardless of its 
formal habitat or use of subsidiaries, that it is unfair for 
the courts to recognize the fact.’ 


A foreign corporation must be prepared to heed the 
words of Justice Rutledge: 


. . . [B]y substituting practical, business conceptions for the 
previous hair-splitting legal technicalities encrusted upon the 
“‘found’-‘present’-‘carrying on business’ sequence the Court yielded 
to and made effective Congress’ remedial purpose. Thereby it 
relieved persons injured through corporate violations of the 
antitrust laws from the ‘often insuperable obstacle’ of resorting 
to distant forums for redress of wrongs done in the places of 
their business or residence. A foreign corporation no longer 
could come to a district, perpetrate there the injuries outlawed, 
and then by retreating or even without retreating to its head- 
quarters defeat or delay the retribution due.’ 


The test, in brief, is this: “Whether or not a corpora- 
tion is doing business within a particular jurisdiction so 
as to subject itself to the court’s jurisdiction depends upon 
the facts of each case. The determination is arrived at 


not by weighing single acts alone but by weighing their 
cumulative effect.” ** 


IV 
THE CRIMINAL PROCESS FOR CIVIL INVESTIGATIONS 


Let us assume that a grand jury subpoena duces tecum 
has issued against a corporation. The corporation chal- 


101 United States v. Scophony Corp., 333 U.S. 795, 809 (1948). See also 
Annot., 94 L. Ed. 1167, and 96 L. Ed. 495 (1952); Cahill, Jurisdiction over 
Foreign Corporations and Individuals who Carry on Business Within a Ter- 
ritory, 30 Harv. L. Rev. 676 (1917); Scott, Jurisdiction Over Non-Residents 
Doing Business Within a State, 32 Harv. L. Rev. 871 (1919). 

102 Jn re Grand Jury Subpoenas Duces Tecuwm Addressed to Canadian Inter- 
national Paper Co. et al, 72 F. Supp. 1013 (S.D.N.Y. 1947). 

Conflict with substantive foreign law may likewise arise in this context and 
necessitate, once again, delicate adjudications by the courts. 

103 United States v. Scophony, 333 U.S. 795, 808 (1948). 

104 Jy re Grand Jury Subpoenas Duces Tecum Addressed to Canadian Inter- 
national Paper Co. et al, supra, note 102. 
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lenges the subpoena as violating the Fourth Amendment. 
It compounds this allegation with a charge that docu- 
ments were improperly designated, immaterial, and ex- 
tended over an unreasonable length of time. It likewise 
submits that the documents of its foreign subsidiary, or 
parent (as the case may be) could not be produced since 
it had no control over these documents and the foreign 
corporation could not be “found” within the court’s jur- 
isdiction to be personally served. ‘The court listens 
deferentially and duly concludes that, save some minor 
modifications, an order shall issue compelling production 
of documents described in the subpoena. 

The corporation under subpoena may feel abused, but 
it must comply or face punishment for contempt since 
the order is not a final decision within the meaning of 
the Judicial Code.*” It may, of course, refuse to pro- 
duce, be cited for contempt, and then challenge the order 
by writ of habeas corpus.** Or, even if it does produce 
indirect review of the court order may be had by object- 
ing to introduction of evidence at trial to documents so 
procured, or by petitioning for return of evidence pro- 
cured through illegal process.*”* 

The corporation may deliver its books to the grand 
jury at the time requested in the subpoena. While these 
books languish in the court pending trial, the government 
may decide to drop the criminal proceeding prior to the 
return of an indictment. Can the government use these 
same books in another suit, not of a criminal nature, 
against the same defendants? Suppose the government 
drops the criminal proceeding prior to the due date for 
complying with the court order, before any books are 
produced. Can the order be relied upon by the govern- 
ment for production of documents in a subsequent civil 


105 The relevant section of the Judicial Code is 28 U.S.C. §1291. The case 


establishing that such an order is not appealable is Cobbledick v. United States, 
309 U.S. 323 (1940). 


106 Wilson v. United States, 221 U.S. 361 (1911). 
107 Boyd v. United States, 116 U.S. 616 (1886). 
108 United States v. Brasley, 268 Fed. 59 (W.D. Pa. 1920), 
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action, or must the government obtain a new order at- 
tuned to the new proceeding? 

While the government may make use of information it 
obtains from the grand jury investigation in a civil ac- 
tion,*”’ its task would be eased if it were not required to 
secure a new order for documents to be used in a pending 
civil action, or to return documents already in its pos- 
session. 

Res judicata, collateral estoppel, law of the case and 
stare decisis are legal doctrines whose general purpose 
is to prevent needless repetition of argument and litiga- 
tion on the same issues.”° They lend stability to the law. 
The force and scope of these doctrines varies consider- 
ably. Stare decisis means that when a point is once set- 
tled by decision, it forms a precedent which is not after- 
ward to be departed from, or lightly overruled." This 
doctrine alone might form the basis for subsequent use of 
the criminal order; the others could not possibly do so. ~ 
It is not enough to say that the doctrine has no application 
because the proceedings are of different natures, one be- 


1953) See United States v. Proctor & Gamble Co., 14 F.R.D. 230 (D.N_J. 

110 These doctrines, save that of stare decisis which performs a similar func- 
tion, will not be considered in detail. It is sufficient to point out that none of 
them would operate to compel documents subpoened in a dismissed criminal 
proceeding, whether produced or not, to be employed in another action against 
the same defendants, whether such proceeding be equitable or civil. 

Res judicata to be applicable demands a final judgment. It operates to com- 
pel judgment in a subsequent case on the same cause of action between the same 
parties. The basic cause of its inapplicability is that an order denying a motion 
to quash or modify a subpoena duces tecum is not a final judgment. Cobble- 
dick v. United States, supra. A motion to quash or modify is not a sub- 
stantive cause of action since it is not the primary substantive right of the case 
sought to be enforced. F. L. Mendez & Co. v. General Motors Corp., 161 F.2d 
695, 697 (7th Cir. 1947). Even if it is a civil proceeding, for example, it would 
undoubtedly involve a different cause of action than the criminal proceeding. 

Collateral estoppel applies where an issue or fact, or in limited situations 
an issue of law, is actually litigated to final judgment. Such determination is 
conclusive as to these issues in a subsequent litigation on a different cause of 
action. 56 Harv. L. Rev. 1, 3 (1942). Since an order denying the above motion 
is not final judgment and certainly has not been litigated to final judgment, this 
. Tule is inapplicable. ; : 

Law of the case when applied to rulings made by an appellate court in re- 
manding a case for further proceedings makes these rulings binding in all sub- 
sequent litigation of the same case. 42 Harv. L. Rev. 938 (1929). It is also 
used to mean that rulings of one judge in a trial proceeding which are not pre- 
sented for review, or not expected to, should be followed other judges who 
subsequently hear the same case. 62 Harv. L. Rev. 286 (1948). 

11114 Am. Jur., Courts § 59, p. 283 (1938). 
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ing criminal, the other civil, for the grand jury did settle 
what documents were pertinent to one suit, and these 
same documents might be equally pertinent to the ensuing 
civil action. Common sense, however, dictates that unless 
a principle of law has been determined by a court of last 
resort, it should not be applied with full force as a prece- 
dent."* As a recognized basis of stare decisis, this prin- 
ciple would defeat any attempt to enforce an order 
short of a final judgment in a supervening civil action.” 

This conclusion is strengthened by the dissimilarity be- 
tween Rule 17 of the Federal Rules of Criminal Proce- 
dure and Rule 34 of the Federal Rules of Civil Proce- 
dure.“* The differing ends for which each rule has been 
fashioned gives rise to their fundamental dissimilarity. 
The purpose of Rule 17 is to make it possible for a grand 
jury to secure the production of evidence, testimonial and 


112 [bid., §74, p. 290 (1938). 


113 In Brown v. Rosenbaum, 175 Misc. 295, 23 N.Y.S. 2d 161 (1940), rev’d on 


N 
other grounds, 262 App. Div. 136, 28 N.Y.S. 2d 345 (1941), aff'd 287 N.Y. 510, 
41 N.E. 2d 77 (1941), cert. denied 316 U.S. 689 (1941) Justice Eder voiced the 


judicial attitude as follows: 


“I am mindful that adherence to precedent should be the rule and not the 
exception, particularly by nisi prius tribunals (Application of Gilchrist, 
130 Misc. 456, 224 N.Y.S. 210), yet, predicated upon the view and pro- 
nouncements, supra, I am of the opinion that a party should not be cut off 
under this rule until his claims and right are fully adjudicated. Reflecto 
Type Co. v. Luminous Unit Co., 20 F.2d 607 (8th Cir. 1927). were 
ast * ahintnted here by the Appellate Division decision.’ 23 N.Y.S 

at 

114 Rule 34 deals with production of documents and things in the possession, 
custody, or control of a party. It is the only method of compelling such dis- 
covery from a party before trial when a deposition is not taken. Beegle v. 
Thompson, 2 F.R.D. 82 (N.D. Ill. 1941). It is applicable only in pending ac- 
tions, Okun v. Kastner, 1 F.R.D. 599 (D.R.I. 1941), and relates only to parties, 
Park Bridge Corp. v. Elias, 3 F.R.D. 93, (S.D.N.Y. 1943). 

Rule 34 must be distinguished from Rule 45. The latter deals with produc- 
tion of “books, papers, documents, or tangible things” in the possession or 
under the control of a party or a third person. United States v. Aluminum 
Co. of America, 1 F.R.D. 62 (S.D.N.Y. 1939) held that Rules 34 and 45 were 
to be construed as allowing for gre ter gongs of examination. Beyond this the 
rules differ. As summarized in EDERAL PRACTICE, p. 2424 (2d ed. 
1950), “(1) Rule 34 is limited to bees = to the action, whereas Rule 45 extends 
to all persons, whether or not they are parties. (2) Rule 34 is primarily in- 
tended to govern production and inspection of documents and things before the 
trial, whereas Rule 45 applies both to the taking of depositions and to testimony 
and ‘production of documents and things at the trial.” 

While Rule 45 provides for a subpoena duces joo in civil proceedings, it 
will not be compared with Rule 17 of the Fep. R. Crm. P. which likewise is 
concerned with a subpoena duces tecum. Once the documents a d under 
Rule 17, and later it is sought to carry the order over to a civil proceeding, the 
witnesses under the former become parties under the latter. 
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documentary, during its investigation. Rule 17 may be 
utilized prior to the formulation of any specific charge 
and before the return of an indictment. It is not a dis- 
covery provision limited to pending actions. On the 
other hand, Rule 34 is a discovery provision designed 
primarily as a time saver and intended to eliminate tac- 
tical evidentiary surprises at trial. It governs the pro- 
duction and inspection of documents and things before 
a trial already pending.” 

The purposes are manifestly dissimilar, the require- 
ments to be satisfied under each, while analogous, are 
tied to the respective purposes of the rules, and must be 
so tested, making the rules unlike in breadth and em- 
phasis. Therefore, it may be stated that no doctrine 
would permit the criminal order or documents produced 
thereunder to be automatically enforceable in a later civil 
action. Yet the government may seek to establish that 
in a particular case a Rule 17(c) order fulfills all the 
requirements of a Rule 34 motion. 

In United States v. Proctor & Gamble Co.* the Dis- 
trict Court in a civil antitrust action granted the govern- 
ment’s motion under Rule 34 for various specifically 
named and identified documents which had been pro- 
duced by defendant corporation in a previous criminal 
proceeding in response to a grand jury subpoena under 
Rule 17(c). The court refused to review the decision 
made in the prior criminal proceeding regarding the 
order for production of documents, but noted that it came 
after an extended hearing which settled the question of 
materiality of the documents to the criminal proceeding, 
a fact considered to betoken the probable relevancy 
of the documents to the civil proceeding. The court em- 
phasized that this discovery motion was limited to a se- 

115 See 4 Moore’s Feverat Practice, p. 2421 et seq. (2d ed. 1950) and 
(Supp. 1955) as to function of, and requirements under, a Rule 34 motion. For 
purposes of contrasting this rule with Criminal Rule 17 note particularly the 
discussion dealing with designation of documents, the showing of “good cause,” 


the scope of examination permitted, and relevancy. 
116 14 F.R.D. 230 (D.N.J. 1953). 
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lected, carefully defined, number of documents which 
had been examined by the government and as to which 
it swore, after having seen them, that they were necessary 
to the preparation of their civil case. The government 
was deemed well advised to seek production of these doc- 
uments anew in the civil action rather than to depend 
upon previous possession in the criminal proceedings. 

The law dealing with the relationship between crim- 
inal and civil proceedings and to the production of docu- 
ments thereunder would seem to be this. 

1. The government may institute criminal proceedings 
and utilize the grand jury subpoena duces tecum expressly 
for the purpose of gaining information to be used in a 
subsequent civil action. If illegality is asserted on the 
ground that the grand jury was convened to investigate 
only potential criminal violations under the antitrust laws, 
government counsel need only state (through affidavit 
where it does not otherwise appear) that the purpose of 
the investigation was to determine both the possible exis- 
tence of violation and the appropriate action to be taken 
to enforce the law-criminal suit, civil action or both. 

2. An order to produce documents in a criminal pro- 
ceeding has no binding validity in a subsequent civil pro- 
ceeding; but where documents are actually produced in 
the criminal proceeding, inspected by the government, 
and to which the government can swear from personal 
observation that the same documents would be relevant 
to and necessary in the preparation of its civil case, those 
documents may be ordered produced by the court hearing 
the civil action. 

3. Documents, records, or papers produced in obe- 
dience to a subpoena duces tecum remain the exclusive 
property of the person producing them. They must be 
returned to such person when the purpose for which they 
have been summoned is completed. Once a grand jury 
is dismissed not having returned an indictment, neither 
it nor the Department of Justice has the authority to 
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impound papers. Only the court may do this, and the 
only court which should impound is the one presiding 
over the pending action. Therefore, the court hearing 
the subsequent civil case may impound and in its discre- 
tion make the papers available to both parties. The court 
which heard the dismissed criminal matter should refuse 
to impound material, but it may in its discretion grant a 
temporary stay to allow the parties to apply to the court 
presiding over the civil action for such an order.” 

It might be asked at this point why the government 
should resort to use of a criminal process when it may 
never intend to bring a criminal suit, or venture to make 
use of a criminal order in a civil proceeding? The ready 
answer is that no suitable alternative exists. 

It has been demonstrated that the Department of Jus- 
tice, when contemplating a criminal indictment, has 
available ample compulsory process through the grand 
jury subpoena duces tecum to obtain both testimonial and 
documentary evidence. A thorough investigation of sus- 
pect corporations can be made. No comparable civil pro- 
cedure is available where a civil action is projected by 
the Department at the outset. When the grand jury is not 
utilized, voluntary cooperation by the corporations often 
furnishes needed material. Nevertheless, a certain num- 
ber of recalcitrant parties will always be encountered so 
that the Department cannot, nor should it, be dependent 
solely upon voluntary cooperation in performing its stat- 
utory duty. 

In lieu of depending upon voluntary cooperation and 
exclusive of the grand jury, the Department may file a 
broad, generally vague, civil complaint. Having thus 
initiated a civil action it can make use of the discovery 
processes provided in Rules 33 and 34 of the Federal 
Rules of Civil Procedure. This practice may be unfair 
to corporate defendants as it puts them to the burden and 


145) Application of Bendix Aviation Corp., 58 F. Supp. 953 (S.D.N.Y. 
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expense of preparing for a case which might never have 
been instituted had the government more adequate facts 
in its possession prior to filing the complaint. It is also 
legally unsound. ‘The Judicial Conference Report on 


Antitrust Procedure has condemned the practice for good 
reason: 


It is said that vague complaints in civil antitrust cases brought 
by the Government are unavoidable, because the inquisitorial 
power of the Department of Justice in civil matters is inadequate 
and the Department’s only recourse is to file complaints contain- 
ing indefinite allegations and thereafter to utilize the processes 
of the courts to discover facts. It may well be that the powers 
of investigation of the Department are not sufficient for these 
tasks and that Congress should be asked to remedy that defi- 
ciency, or that ample investigative powers of the Federal Trade 
Commission should be utilized. The Rules of Civil Procedure 
relating to discovery are, of course, to be given the widest mean- 
ing and effect, and the processes of discovery there provided are 
in the nature of an investigation. But those rules have limi- 
tations and were not intended to make the courts an investi- 
gatory adjunct to the Department of Justice. . . . Investiga- 
tions not related to issues presented for litigation in a pending 
court case, in civil matters, are no part of the judicial function, 
and the compulsory processes of the judicial system should not 
be made available for other than judicial purposes. If a plain- 
tiff brings bona fide charges, it may discover such relevant evi- 
dence as the respondent possesses. Jt cannot pretend to bring 
charges in order to discover whether actual charges should be 
brought.“* (Emphasis supplied.) 


As a consequence the government is forced to avail itself 
of the federal grand jury even where equitable relief is 
the recognized objective. Corporate uproar is concen- 
trated against this stratagem. The argument is made that 
corporations are stigmatized as potential criminals at 
home and abroad even when the government has no in- 
tention of proceeding against them criminally.“* A par- 
tial, though incomplete, response to this assertion is that 
the Sherman Act is a criminal statute whether or not the 
government directs its efforts to obtaining civil or crim- 


118 REPoRT OF THE JUDICIAL CONFERENCE OF THE UNITED STATES ON PROCE- 
DURE IN ANTITRUST AND OTHER Prorractep Cases, 9, 10, (Sept. 26, 1951). 
Citations to the Report are to pages in the pamphlet copy. A reprint is found 
in 13 F.R.D. 62, 67. _ 

119 See Seymour, The Big Subpoena: Proceedings to Quash or Limit Com- 
pliance, CCH Antirrust Symposium 1953. 
















82 THE GEORGE WASHINGTON LAW REVIEW 


inal relief. Another response, equally incomplete, is that 
historically the functions of the grand jury extended to 
investigations of all matters of great public importance.” 
A third and more practical response is that today there 
exists no alternative. Yet, it is generally, and quite rea- 
sonably, assumed that a grand jury looks to an indictment. 
Similarly, while the claimed injustice which fastens to 
the use of the criminal process for a civil proceeding may 
be less than is sometimes asserted, it cannot be ignored 
altogether. The Attorney General’s Committee has as- 
sailed this use of the grand jury: 
We believe that the use of criminal processes other than for 
investigation with an eye toward indictment and prosecution 
subverts the Department’s policy of proceeding criminally only 
against flagrant offenses and debases the law by tarring respec- 
table citizens with the brush of crime when their deeds involve 
no criminality.*** 

It is unnecessary to adopt this energetic statement of 
position to agree that no adequate fact finding machinery 
exists uniquely relating to civil investigations. Regard- 
less, therefore, of the grand jury’s historic role in per- 
forming such investigations, if machinery could be de- 
vised which would allow the Department to carry out its 
policies more effectively, and in a manner more palatable 
to the corporations whose cooperation may save the gov- 
ernment much time and money, it should be tested. 


V 
THE CIVIL INVESTIGATIVE DEMAND 


The Attorney General’s Committee has recommended 
the enactment of legislation creating a so-called Civil In- 
vestigative Demand.” It would operate as follows. The 
Attorney General in civil antitrust investigations would 
be authorized to have the Demand served upon any cor- 


120 See United States v. Smyth, 104 F. Supp. 283 (N.D. Calif. 1952) and 
citations contained therein. 

121 Report OF THE ATTORNEY GENERAL’S NATIONAL COMMITTEE TO STUDY THE 
Antirrust Laws, 345 (March 31, 1955). 
122 [bid., 343-346. 
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poration, partnership, or association. It would require 
the production of existing records, not privileged, in the 
possession of the party served. The documents requested 
would have to be relevant to the particular antitrust of- 
fenses stated to be under investigation, and the Demand 
would have to describe reasonably the documents sought 
and specify a reasonable time for production. The 
United States district courts would have the power to 
modify or set aside the Demand entirely if challenged by 
a recipient and found not to conform to the statute. 

The documents produced would be held and stored by 
a custodian in the Department of Justice who would make 
them available only to the Antitrust Division or the Fed- 
eral Trade Commission personnel participating in the 
investigation. 

The documents produced would be restricted in use to 
(a) the pending investigation, (b) submission before a 
grand jury, or (c) Antitrust Division or Federal Trade 
Commission proceedings that might ensue. After such 
use the documents would be restored promptly to their 
rightful owner. 

The United States district court wherein the recipient 
maintains its principal place of business, or where the 
parties otherwise agree, is empowered to entertain mo- 
tions regarding the performance of the custodian either 
by the United States seeking an order directing produc- 
tion on pain of contempt, or by defendant challenging the 
reasonableness of the Demand. The Demand would ex- 
tend, and could be enforced, throughout the United 
States. All existing constitutional and statutory safe- 
guards and immunities would be preserved. 

What this Demand is and what it is not, what it does 
and what it does not do should be made clear. It is not 
a judicial subpoena. It does not carry the same sanction 
as a subpoena for it is not a process of the court. It does 
not become a process of the court until the court issues 
an order directing compliance. Before this occurs its 
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primary sanction is found in criminal statutes making 
the concealment of material facts or the obstruction of 
justice unlawful.” It is not an administrative subpoena 
similar to that possessed by the Federal Trade Commis- 
sion for the Department of Justice does not have the 
structural organization which would permit a fair use 
of such process.** It is limited to the production of 
documents and does not relate to, or provide for, obtain- 
ing testimonial evidence. Its intended use is for precom- 
plaint investigation of prospective civil proceedings 
where voluntary compliance proves inadequate. The 
Committee envisions that: 

. [I]ts successful use should end the necessity for utilizing 
the grand jury process in civil antitrust investigations. Thus, 
it would complement, not supercede, the grand jury, which re- 
tains its proper role in criminal investigations.'*° 

This proposed legislation should be enacted but not 
with the attitude that it is base and immoral to employ 
the grand jury where necessary in civil matters. The 
Civil Investigative Demand should be understood to sup- 
plement the grand jury enabling the Department to carry 
out its policy of limiting criminal taint to flagrant abuses, 
and providing it with a procedure genuinely consistent 
with the objective it seeks. Passage of such legislation 
may do more than this. It may result in greater empha- 
sis being placed upon the regulatory, rather than the 
punitive, function of the Sherman Act. The criminal 
fine may be, financially, no more than a slap on the 
wrist.* The repercussions of being found a criminal 
monopolist may be more severe. Yet the criminal sanc- 
tion does not necessarily restore the competitive condi- 
tions, nor prevent future illegalities. These are the pe- 
culiar functions of an equity suit. 


123 See, for example, 62 Strat. 749 (1948), 18 U.S.C. $1001 (1952). 

124¢.9. hearing officers and other administrative procedural safeguards. 

125 Report, note 16 supra at 347. 

126 Although the maximum penalty which can now be impo has been 
raised from $5,000 to $50,000. See Pub. L. No. 135, 1955 US ot Conc. & 
Ap. News (July 7, 1955). [Ed] 
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The Civil Investigative Demand is recommended for 
another and very practical reason. If the government 
pursues a policy of punishing only gross and obvious 
violations by criminal sanctions, and if it believes, upon 
preliminary survey, that a particular case calls for injunc- 
tive remedy, the Civil Demand can expedite the proceed- 
ings. There inheres a general problem “of unnecessary 
delay, volume and expense in these trials much the same 
as the problem of efficiency in any undertaking in which 
numbers of people and masses of material are involved. 
The answer lies in the avoidance of nonuseful action and 
material and in the effective organization of personnel 
and useful material prior to the beginning of the opera- 
tion itself.” *** 

Where the government contemplates civil relief, and 
procedure genuinely attuned to such relief is available, 
the preliminary evidence it seeks may be more narrowly 
confined to the relief desired. This would contribute to 
the reduction of bulky evidence which is unnecessary to 
a civil action, albeit highly pertinent to a criminal trial. 
Any technique should be fitted to the exigencies of the 
particular litigation. For example, greater emphasis 
upon the immediate period is required in criminal liti- 
gation than in civil litigation. Similarly, cases involving 
industrial conspiracies require greater exploration of an- 
cient history than do those cases involving monopoly or 
attempts to monopolize wherein attention will be focused 
more on the immediate question of monopoly power. 

The words of the Supreme Court in United States v. 
Oregon State Medical Society are peculiarly apposite. 

It will simplify consideration of such cases as this to keep in 
sight the target at which relief is aimed. The sole function of 
an action for injunction is to forestall future violations. It is so 
unrelated to punishment or reparations for those past that its 
pendency or decision does not prevent concurrent or later remedy 
for past violations by indictment or action for damages by those 


injured. All it takes to make the cause of action for relief by 
injunction is a real threat of future violation or a contemporary 


127 REPoRT OF THE JUDICIAL CONFERENCE, supra note 118, at 6. 
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violation of a nature likely to continue or recur. This estab- 
lished, it adds nothing that the calendar of years gone by might 
have been filled with transgressions. Even where relief is man- 
datory in form, it is to undo existing conditions, because other- 
wise they are likely to continue. In a forward-looking action 
such as this, an examination of “a great amount of archeology” 
is justified only when it illuminates or explains the present and 
predicts the shape of things to come.’** (Emphasis added.) 

The Demand could be used initially for all precom- 
plaint investigations of prospective civil actions where 
voluntary compliance proves to be inadequate. If the 
government in good faith concludes that testimonial evi- 
dence also is required, or if it is genuinely uncertain on 
the basis of the evidence it possesses as to the choice of 
remedies, it can always resort to the grand jury. The 
Demand thus supplements, but does not supercede, the 
grand jury investigative powers. 

It might be inferred from preceding remarks that the 
proposed Demand is a panacea, that it is self operating 
and that its enactment will automatically overcome all 
the inadequacies and/or inequities which currently plague 
precomplaint civil investigations. Such an inference, un- 
fortunately, is not warranted, for what the Demand can 
do for civil antitrust investigations the grand jury has 
long been doing for all types of investigations, and cer- 
tainly it is neither self operating nor free from disputes. 
Careful judicial supervision has always been needed. It 
will likewise be needed to make the Demand fair and 
effective. 

While the Demand incorporates some of the judicial 
standards that have evolved from court response to grand 
jury subpoena challenges, these standards must, and al- 
ways will have to be, molded to the peculiarities of each 
case. Since the Demand is new and less comprehensive 
in scope than the grand jury subpoena, the courts may 
be asked to pass upon its validity with greater frequency. 
But if the parties served are unreasonable, if they push 
for illiberal construction of the Demand and make it 


128 343 U.S. 326, 333 (1952). 
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difficult for the government to obtain documents by this 
means, resort most assuredly will be had to the grand jury 
subpoena in civil cases, a practice currently inveighed 
against by the corporate witnesses and the defendants 
themselves. It is abundantly clear that decisions inter- 
preting the grand jury subpoena duces tecum will be 
highly persuasive in interpreting the Demand, the two 
containing so many analogous requirements. For exam- 
ple, the Demand preserves all constitutional and statu- 
tory safeguards, so that Fourth and Fifth Amendment 
challenges can be anticipated. Likewise, questions of 
whether evidence need be produced which might not be 
admissible at trial or which arises out of allegedly intra- 
state activities will have to be decided. That the Demand 
is proper in form, that the manner and particularity of 
designating documents is adequate, that the documents 
are relevant to the stated antitrust offense, that the De- 
mand does not impose an undue burden upon the recip- 
ient, that it does not seek documents too remote in point 
of time, are determinations the courts will have to make. 

The Demand may be served upon any corporation, 
partnership, or association subject to the jurisdiction of 
the United States. Since it is limited to documents in 
the possession of the party served, and since many of 
these parties may have foreign subsidiaries or depart- 
ments, more likely than not the same uncertainties and 
difficulties which surround the grand jury subpoena in 
this respect will obtain, but the courts can be expected to 
utilize the doctrine of control, to manipulate the cor- 
porate device when the facts so warrant, to avoid foreign 
entanglements when possible, and to appraise realistically 
the question of direct service upon foreign corporations 
doing business in the United States just as they have in 
respect to the grand jury subpoena duces tecum. It can- 
not be doubted that the grand jury decisions will again 
provide convincing precedent. At the same time, there 
will arise problems unique to the Demand where only less 
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direct precedent is obtainable: 1.e. the performance of the 
custodian’s duties and the use made by the government of 
the documents produced. 

In short, the Civil Investigative Demand is not a sim- 
ple rule of thumb which can be applied with facility and 
without controversy. This latter is to be expected and 
should not be considered to detract from the inherent 
validity of the proposal any more than it would from any 
flexible, beneficial legislation. If conscientiously and 
fairly employed it can make more effective the adminis- 
tration and enforcement of the antitrust laws.’ It can 
expedite a civil proceeding by pinpointing the target at 
which relief is aimed and so reduce the assimilation of 
masses of evidence unnecessary for a civil action. Lastly, 
it can make more meaningful and efficacious policy res- 
olutions of the Department of Justice by making the line 
between criminal and civil proceedings more sharp, the 
ends to be served by each more distinct. In spite of its 
limitations it is a promise for the future. 

129 An effort has been made to put the recommended Civil Investigative De- 
mand in proper context and to evaluate its desirability in general terms. Much 
can be, and unquestionably will be, said regarding specific details of the proposal. 

That it ignores the distinction ‘between executive and judicial power, that it 
would more likely terrify innocent people than would a grand jury subpoena 
duces tecum, that it represents another invasion of individual freedoms, are 
criticisms the worth of which is difficult to evaluate, but the validity of which 


is not so apparent or compelling as to detract from the positive virtues of the 
proposed Demand. 





ANTITRUST LAWS AND THEIR APPLICA- 
TION TO BANKING 


EDWARD G. GRUIS * 
INTRODUCTION 


The recent consummation of several large New York 
bank mergers has again focused attention on the applica- 
tion and effectiveness of the antitrust laws to the field of 
banking. More than 600 commercial banks throughout 
the United States have disappeared by way of merger or 
consolidation since World War II, and now this trend 
has been highlighted by the consolidation of such New 
York banking giants as Chase National Bank with the 
Bank of Manhattan Company, First National Bank of 
New York with the National City Bank of New York, 
Chemical Bank & Trust Company with the Corn Ex- 
change Bank Trust Company, and Bankers Trust Com- 
pany with the Public National Bank. These consolida- 
tions with competitor banks have resulted in the elimina- 
tion of four of New York’s larger banks. Strong critics 
of these banking mergers contend that if this present trend 
continues, there will soon be a banking oligopoly equiv- 
alent to that of Great Britain where five “big” banks con- 
trol 75% of England’s financial resources." The major 
reasons given in support of many banking mergers are: 
(1) to provide for the growing need for diversification 
in deposits, investments and services; (2) to keep up with 
the bigger demands for credit from expanding industries ; 
(3) to provide for succession by bringing in younger ex- 
perienced banking executives; and (4) to meet the vig- 


* Member of the District of Columbia and Indiana Bars; Trial Attorney, 
Antitrust Division of the Department of Justice. : 

The statements and opinions contained herein do not necessarily reflect the 
views or opinions of the Department of Justice. 

1 See remarks of Congressman Emanuel Celler in a letter to Ray M. Gidney 
comptroller of the Currency, Press Release of March 21, 1955; cerpts 
this release are found also in The Wall Street Journal, March 21, 1955, New 
York, N.Y., p. 5. [89] 
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orous competition of such financial institutions as savings 
and loan associations and insurance companies.” 

Legal implications of the antitrust laws cannot be sep- 
arated from the economic conditions or practices which 
they were designed to reach, but this article is directed 
primarily to showing how the existing antitrust laws oper- 
ate with respect to banks, not to the economic justification 
or condemnation of banking mergers under the antitrust 
laws. There has long been considerable uncertainty in 
the application of antitrust laws to the field of banking,* 
and this speculation and indecision has been magnified 
since the 1950 amendment of Sections 7 and 11 of the 
Clayton Act.‘ Much of the confusion is a result of the 
divided administrative and regulatory authority of the 
Board of Governors of the Federal Reserve System, the 
Comptroller of the Currency, the Federal Deposit In- 
surance Corporation and other Federal and State agen- 
cies. Broad, general statutes, such as the antitrust laws, 
are not always easily reconcilable with highly specialized 
federal and state banking laws and the policy which un- 
derlies them. Moreover, the dearth of case law and 
professional articles on this subject has contributed to the 
vagueness and incertitude. The purpose of this article 
is to consider the extent to which the antitrust laws apply 
to banking transactions, and where jurisdiction for en- 
forcement and prosecution of violations of the Sherman 
and Clayton Acts lies. 


BANKING STRUCTURE OF THE UNITED STATES 


Some regard must first be given to the structure of the 
banking system of the United States and to the different 
functions loosely referred to as “banking” as this becomes 
significant in determining when a particular banking 


2Id.; See also Tyng, “The Rising Tide of Bank Mergers,” The Journal of 
Commerce, (Reprint of a series of ten articles), New York, N.Y., 1955. 


3 Berle, Banking Under the Antitrust Laws, 49 Corum. L. Rev. 589 (1949). 
438 Srar. 730 (1914), as amended 15 U.S.C. §§ 18, 21 (1952). 
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practice or transaction would come under scrutiny as a 
possible antitrust violation. 

National banks are created by federal legislation, and 
though their shares are privately owned, they are quasi- 
public institutions and citizens of the state where they 
are located.” They are chartered and supervised by the 
Comptroller of the Currency. The powers of national 
banks are measured by the National Bank Act,° and these 
powers are entirely coincident with the attributes of 
banking corporations as defined by the law merchant.’ 
Ordinary principles of corporate law are equally appli- 
cable to national banks. The functions of national banks 
are closely integrated with the Federal Reserve System. 
National banking associations located within federal re- 
serve districts are required to subscribe to the capital 
stock of Federal Reserve Banks and become thereby mem- 
bers of the Federal Reserve System.* 

Federal Reserve Banks, however, must be distinguished 
from national banks. Federal Reserve Banks are com- 
monly referred to as “banker’s banks” and are charged 
with maintaining sound credit conditions by engaging in 
open market security transactions, fixing rediscount rates, 
and providing for advances or credit accomodations to 
member banks.° Federal Reserve Banks are so closely 
linked with the government that they are not “national 
banking associations” within in meaning of 28 U.S.C. 
§ 1348. 

Any banking institution incorporated or organized un- 
der the general laws of any State or of the United States 
may also become a member of the Federal Reserve Sys- 
tem providing it complies with certain requirements.” 


5 ZOLLMANN, BANKS AND BANKING, Wa (1936). 

618 Srat. 123 (1874), 12 U.S.C. $38 (1952). 
mis Bank of Lyons v. Scum National Bank, 60 N.Y. 278, 

8 38 Star. 251 (1913), as amended, 12 U.S.C. a (1952). National banks 
located in Alaska, in a United States di or insular possession, or in 
any part of the United States outside the continental United States, may 
remain non-member banks. fads Stat. kg RS 4) - Vis) § 466 (1952). 

938 Sra. 254 (1913) as oe 

20 38 Stat. 259 (1913) as ee 2 use 321, Oe 79829. 
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State member banks, for example, are then subject to the 
rules and regulations of both the Board of Governors of 
the Federal Reserve System and the State in which they 
operate. This dual banking control by the State and 
Federal Government raises a possible conflict with the 
antitrust laws. 

Congress has attempted to preserve and maintain, with- 
in limitations, the right of a State to choose and apply 
its own policy to banking. The National Bank Acts cut 
through State control, but in passing these Acts Congress 
did not intend to occupy the entire field of banking.” 
Federal Reserve membership and Federal Deposit Insur- 
ance Corporation association is a voluntary decision to be 
made by State banks. State policy can be a powerful 
factor in authorizing, or even requiring certain forms of 
organization, agreement, cooperation, and prevention of 
competition among State-chartered banks.” The policy 
of the State of New York is declared in its banking law: 

. [T]he business of all banking organizations shall be super- 
vised and regulated . . . in such manner as to . . . eliminate 
unsound and destructive competition among such banking organ- 
izations and protect the public interest and the interests of de- 
positors, creditors, shareholders and stockholders.** 

This indicates the extent to which State policy can be 
a significant factor in a practice or agreement inconsis- 
tent with the antitrust laws. The private banking ar- 
rangements or agreements must be authorized and di- 
rected by State law, that is, they must be in fulfillment of 
a State-made policy, not merely a private agreement 
which the State may license or accept.* A State might 
declare by legislation that competition for deposits is con- 
trary to public policy, and direct banks not to compete 
for deposits by offering competing rates of interest on 

11 Berle, supra note 3, at 594. 

12 See United States v. The Mortgage Conference of New York, et al., 
CCH 1948-1949 Trade Cas., 162,273 (SD.N-Y. 1948). 
18 See N.Y. BANKING Law § 10. 
14See Parker v. Brown, 317 U.S. 341 (1943), where an agreement made 


under the then California Agricultural Prorate Act which would have other- 
wise violated the Sherman Act was held legal. 
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daily balances. Any concerted action among banks, how- 
ever, must be in consonance with a precise, formal use of 
State authority to be available as a defense in an antitrust 
proceeding.” 

In addition to the banking structure outlined above, 
Title 12 of the United States Code also makes provision 
for the creation and operation of Federal Land Banks,” 
and the Federal Deposit Insurance Corporation.” This 
latter corporation insures deposits of both member and 
non-member banks if they conform to its standards. 


ANTITRUST PROVISIONS APPLIED TO BANKS 


The antitrust laws have a different application to the 
various levels of the banking structure of the United 
States, and this application will also vary according to the 
different banking functions. Deposit banking practices 
and the policy which underlies them may be considered 
one way for possible antitrust violations; ancillary com- 
mercial banking arrangements such as mortgage, home 
loan and investment banking, may be treated another way. 
It is well recognized that deposit banking operations have 
a direct bearing on the supply of credit, the value of the 
dollar, the volume of money, and perhaps even the sta- 
bility of the whole currency system.” Admittedly, a high 
degree of uniformity and. cooperation between banks is 
essential both for security and to provide the services 
depositors require from their banks. The preservation of 
competition cannot, therefore, be the only criterion used 
in evaluating banking functions under the antitrust laws. 

When deposit banking operations serve as a base for 
ancillary agreements which restrain trade or tend to cre- 
ate a monopoly, the agreement or practice should be sub- 
ject to the full impact of the antitrust laws. United States 


18 See United States vy. Socony-Vacuum Oil Co., 310 U.S. 150, 255, 226 
(1940), where Federal Government acquiescence ol a condemned practice was 
not a defense of specific ——, erty 
16 39 ‘Stat. 362 (1916) as amended, 12 U.S.C. $072 (1952). 
a Strat. 873 (1950), “12 U.S.C. iii (1952). 
18 Berle, supra note 3, at 592. 
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v. General Motors Corp.” clearly settled the proposition 
that the flow of commerce between states could be affected 
by a system of conditions attached to credit. Tie-in dis- 
count and loan agreements with a bank-favored commer- 
cial enterprise could be equally objectionable.” In 
United States v. The Mortgage Conference of New 
York,” an agreement among a group of banks to provide 
for uniform terms and amortization payments for mort- 
gage loans covering a certain type of real estate was ques- 
tioned by the Government. And in the field of invest- 
ment banking, a tacit understanding among investment 
houses not to compete for the business of companies whose 
financing was “traditionally managed” by an investment 
banking house has also been questioned by the Govern- 
ment.” The latter case, however, was dismissed on the 
merits when the court found no conspiracy to restrain and 
monopolize the security business. 

As to the Sherman Act’s application to banking opera- 
tions, these general observations can be made. Agree- 
ments conducive and necessary to the even, steady flow 
of money and credit appear to run parallel to Sherman 
Act provisions, but not necessarily under them.” Agree- 
ments which restrain or affect competition, and cannot be 
justified as reasonably necessary to a particular credit 
transaction, are within the scope of Sherman Act prohi- 
bitions. Cooperative clearing house understandings for 
the uniform handling of checks, coupons, exchanges, 
clearings, balances and other inter-bank services are likely 
to be unobjectionable; however, cooperation in fixing the 
rates of interest for borrowers and depositors (unless re- 
quired by state or federal law) would probably be con- 
sidered ipso facto agreements in restraint of trade. 


19121 F.2d 376 (7th Cir. 1941), cert. denied, 314 U.S. 618 (1941). 
20 For example, a group of banks get together and agree to discount drafts 
only if freight shipments are made over a particular trucking line. 
21 See note 12 supra. 
ash States v. Henry S. Morgan, et al., CCH 1953 Trade Cases, {| 67,569 
28 ZOLLMANN, op. cit. supra note 5 at Sec. 4993. 
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Agreements to delimit territory or not to compete for 
certain types of business would seem to be equally ob- 
jectionable.* Banking does not easily lend itself to the 
concept of free and open competition; nevertheless, the 
legal protection and regulation of banks under the bank- 
ing statutes cannot be used as a subterfuge for practices 
tending to monopolize a particular market or area.” 

In addition to the Sherman Act, banking operations 
and agreements must be considered in light of the Clayton 
Act *“—an act designed by Congress to reach certain spe- 
cific anti-competitive and monopolistic practices not cov- 
ered by the Sherman Act.” No real problem is encoun- 
tered in bank transactions involving Section 2 of the Clay- 
ton Act forbidding certain price discrimination prac- 
tices; Section 3 forbidding sales or contracts for sale with 
the understanding that the purchaser shall not deal with 
a competitor; and Section 8 forbidding interlocking di- 
rectorates. The restrictions of Section 7, forbidding the 
acquisition of a corporation where the effect would les- 
sen competition or tend to create a monopoly, does raise 
several questions, however, when applied to banking 
transactions. 

Before the amendment of Section 7 only certain stock 
acquisitions were prohibited. The earlier Act dealt only 
with stock acquisitions which would probably result in a 
lessening of competition to such a substantial degree as 
to injuriously affect the public.* This appears to be the 
law today as to stock acquisitions.” Therefore, if the 
effects of a bank’s acquisition of stock of another bank 

24 But see In re Patterson, 18 Hun. (N.Y.) 221, 223 (1879), aff'd, 78 N.Y. 
608 (1879), where it was held that an agreement by a commercial bank not 
to carry on a savings department if a savings bank agreed to deposit its surplus 
funds in the commercial bank was in accordance with good banking practice, 
and the agreement was valid. 

25 See note 12 supra. 

26 38 Srar. 730 (1914) as amended 15 U.S.C. §§ 12-27 (1952). 

27 Standard Fashion Company v. Magrane-Houston Company, 258 U.S. 346 
(1922). a” 95 Conc. Rec. 11493 (1949). 


29 Transamerica Corp. v. Board of Governors of the Federal Reserve System, 
206 F.2d 163, 170 Grd Cir. 1953). 
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would in part substantially lessen competition or tend to 
create a monopoly, this transaction would be within the 
purview of Section 7.” 

Congress in amending Section 7 of the Clayton Act in 
1950 strengthened the restriction on stock acquisitions and 
attempted to accord the same treatment to asset acquisi- 
tions.” 

The language of this Act, however, does not clearly 
prohibit asset acquisitions by banks. To quote the words 
of Section 7: 

. no corporation subject to the jurisdiction of the Federal 


Trade Commission shall acquire the whole or any part of the 
assets of another corporation. . . 


Under Sections 5 and 6 of the Federal Trade Commission 
Act” and Section 11 of the Clayton Act, banks are ex- 
pressly excepted from the jurisdiction of the Federal 
Trade Commission. The implication from these two laws 
when read together is that banks can acquire the assets 
of another corporation except as they may be regulated 
by another agency or authority to which they may be sub- 
ject,” or as they may be limited by provisions under the 
Sherman Act. This conclusion is supported by remarks 
made by J. Leonard Townsend, Assistant General Counsel 
to the Board of Governors of the Federal Reserve Sys- 
tem, before the House Committee of Judiciary which was 
considering a similar amendment to Section 7 of the Clay- 
ton Act in 1947. Said Mr. Townsend, 


[A]ll . . . agencies . . . except the Federal Reserve Board 
and the Federal Trade Commission (which would have its au- 
thority under the bill before the committee extended to include 
asset acquisitions) do have authority today, under their general 
enabling statutes, to consider in advance whether or not an 


80 Jd. at 165, 170. 

81 For legislative hist and purpose of the 1950 amendment (Act of De- 
cember 20, 1950), see 1950 U.S. Cope Conc. Serv. 4293; see also S. Rep. ‘No. 
1775, 81st Cong., 2d Sess. 2-5 (1950). 

82 52 Srat. 111 (1914) as amended, 15 U.S.C. §§ 45, 46 (1952). 

88 See Hearings before the Subcommittee No. 2 of the Senate Committee on 
the Judiciary on H.R. 2734, 81st Cong., Ist & 2d Sess., at 327 (1949). 
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(asset) acquisition . . . would contravene the aye of the 
antitrust laws as embodied in the Clayton Act. 

If antitrust provisions permit certain bank acquisi- 
tions, to what extent is a bank purchase of stock or assets 
of another corporation regulated or limited under other 
statutes? A national bank is expressly prohibited from 
purchasing for its own account stock of private corpora- 
tions although the purchase of marketable obligations 
(negotiable instruments, bonds, notes, and debentures) 
up to 10% of its capital stock is permitted under such 
limitations and restrictions as the Comptroller of the Cur- 
rency may impose.* State member banks are subject to 
the same limitations and conditions in another part of the 
banking statutes.° These limitations do not, however, 
prevent a national bank from acquiring the assets of an- 
other bank, either state or national, if it also assumes the 
debts and obligations of the acquired bank.” Assuming 
the state statute would so permit, a State bank could un- 
doubtedly acquire another bank by an asset acquisition. 

The Federal Banking Statutes provide for the consol- 
idation or merger between two or more national banks,” 
a national bank with a state bank,” and a state bank with 
a national bank.” Sections 33 and 34a of Title 12 of the 
United States Code are designed to provide for the mer- 
ger of two or more national banks, or for the merger of a 
state bank with a national bank under federal charter.“ 
Prior to the amendment of these sections, the statutes 
authorizing consolidation under a federal charter enabled 

84 See Hearings before the Subcommittee No. 2 of the House Committee on 
Judiciary on H.R. 515, 80th Cong., Ist Sess., at 60 (1947); see also the re- 
marks by » donecte and Eccles at Hearings before the House Committee on 
the Judiciary on H.R. 2357, 79th Cong., 1st Sess., at 337-40, 360 (1945). 

85 42 Srar. 767 (1922) as amended, 12 U.S.C. $24 (1952). 

86 48 Srat. 165 (1933), 12 U.S.C. § 335 (1952). 

87 Houston v. Drake, 18 F. Supp. 693 (D. Ariz. 1937), rev'd on other 
grounds 97 F.2d 863 (9th Cir. 1938). 

88 40 Srat. 1043 (1918) as amended, 12 U.S.C. § 33 (1952). 

= “ Srar. 455-56 (1950) as amended, 12 U.S.C. §§ 214, 214(a), and 214(b) 
(1952). 

4044 Strat. 1225 (1927) as amended, 12 U.S.C. § 34a (1952); 66 Srat. 599 


(1952) as added, 12 U.S.C. § 34a (1952) 
41 Act of July 14, 1952, 66 Srar. 599. 
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dissenting shareholders from each bank participating in 
the merger or consolidation to be paid in cash by the con- 
solidated bank for the value of their shares. This was 
not an impediment to small banks, but to large banks with 
perhaps hundreds of shareholders the threat of a demand 
for payment by numerous dissenting shareholders would 
be sufficient to discourage the acquisition of even a small 
bank. Section 34b authorized a method of merger where- 
by only the dissenting shareholders of the absorbed bank 
would be entitled to demand cash payment for their 
shares.“ 

An attempt should be made here to distinguish a bank 
consolidation from a merger. An agreement for the con- 
solidation of two banking firms involves all of the assets 
and liabilities of the absorbed corporation. This trans- 
action differs from a merger which provides only for the 
acquisition of stock or assets of one bank by another.“ 
These terms are frequently used interchangeably, so that 
if precise legal definition is required today, the particular 
contract or transaction must be analyzed with particular- 
ity under the relevant statutory provisions. The present 
Federal banking laws call for a statutory merger under 
12 U.S.C. § 214. This merger by operation of law is sim- 
ilar to the “Doctrine of Universal Succession”—a suc- 
cession which occurs when one is vested with the legal 
clothing of another, becoming at the same moment sub- 
ject to all of another’s liabilities and entitled to all his 
rights.“ The question of effect of a “Statutory merger” 
was raised in United States v. Celanese Corporation of 
America“ where it was held that pursuant to the laws of 
Delaware the merger of assets even though stock was also 
acquired did not come within the purview of Section 7 


42 Td. at 599. 

48 ZOLLMANN, op. cit. supra, Sec. 152; See also, THomPpson, CorPoRATIONS 
(3d Ed.) Sec. 6010 & 6012, defining a “consolidation” of corporations when 
both companies are extinguished and a new one created, and a “merger” when 
a surviving corporation absorbs or swallows > the merging a gg pee 

44 See Blackstone v. Miller, 188 U.S. 189 (1903); Mackenpy 
or Roman Law, Sec. 649 (1883); Marne, Ancient Law, 179 C1864) 
4591 F. Supp. 14 (S.D.N.Y. 1950). 








ANTITRUST LAWS AND THEIR APPLICATION TO BANKING 9 


of the Clayton Act prior to the 1950 amendment. Since 
the present provisions of Section 7 include assets as well 
as stock acquisitions, this case might be determined differ- 
ently if tried today. 

The purpose behind the enactment of Section 214 per- 
mitting a national bank to merge or consolidate with a 
state bank was to place national banks on a more equal 
basis with the state banks in respect to the latter’s ability 
to merge with a national bank under Section 34a of Title 
12.° This right for banks to merge could not be enjoyed 
unless it was expressly conferred by statute.“ Before the 
passage of this Act, a national bank was first forced to 
liquidate and then transfer its assets to the existing or 
newly organized state bank. This transaction was for 
a long time a mere formality; however, its use was great- 
ly curtailed when these voluntary liquidations became 
subject to capital-gain tax treatment. Under Section 214 
the conversion, merger, or consolidation is consummated 
by operation of law thereby avoiding the capital-gain tax 
consequences. The two other purposes given for the 
enactment of this section were to enable national banks 
to convert or consolidate into a state bank to take advan- 
tage of the smaller capital or reserve requirements under 
a state system, and to protect dissenting shareholders of 
national banks opposed to the conversion or consolida- 
tion.“* A national bank is expressly prohibited, how- 
ever, from converting or consolidating into a state bank: 
(1) if it would be in contravention of the law of the state 
in which the national bank is located; and (2) if the 
law of the state prevents state banks from merging with 
national banks without the approval of state authority.“ 

The above statutes providing for the merger and consol- 
idation of banks appear to establish only the authority 
whereby these transactions can be made, the mechanics of 

46 Act of August 17, 1950, 64 Srar. 455. 
47 ZOLLMANN, op. cit. supra, Sec. 155. 


48 See note 40 supra. 
4964 Strat. 455-56 (1950) as amended, 12 U.S.C. §214(c) (1952). 
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entering into and consummating the agreement, and the 
respective rights and liabilities of the banks and dissent- 
ing shareholders. Neither the statutes nor the purposes 
for their enactment takes cognizance of any antitrust con- 
siderations. Only under the limited application of the 
antitrust laws to banks can a bank merger or consolidation 
be scrutinized for possible antitrust violations. 


JURISDICTION 


It is firmly established that the existence of a regulatory 
agency raises no implication that the Sherman Act has 
been repealed or superseded insofar as it is applied to 
suits brought by the United States.” In the absence of 
general remedial legislation, there is little doubt today 
as to the propriety of the Attorney General acting under 
the Sherman Act to enforce the national economic policy 
of competition. In Transamerica Corp. v. Board of 
Governors of the Federal Reserve System™ the court de- 
clared that the general language of the Sherman Act was 
a design by Congress “to go to the utmost extent of its 
Constitutional powers in restraining trust and monopoly 
agreements.” While there is no present provision of law 
giving the Board of Governors of the Federal Reserve 
System jurisdiction to hear antitrust complaints under the 
Sherman Act, district attorneys under the direction of the 
Attorney General have the duty under Section 4 of the 
Sherman Act to institute such proceedings in the district 
court.” The Senate majority report which accompanied 
H.R. 2734 amending Clayton Act Section 7, exenipting 
certain agency-approved transactions from the Clayton 
Act, and Section 11, granting the Attorney General only 
a limited right of intervention before agencies, clearly 
set forth that these amendments were not intended to bar 


50 United States v. Borden Co., 308 U.S. 188, 198-99 uh: United States 
v. Pacific & Arctic Ry. & Nav. Co., 228 U.S. 87, 105 (1913); United States 
v. Joint Traffic Ass’n, 171 U.S. 505 Gee) 


51 See note 29 supra. 
52 26 Srat. 209 (1890) as amended, 15 U.S.C. §4 (1952). 
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Sherman Act proceedings by the Attorney General." But 
how is the question of jurisdiction to be decided when a 
particular banking transaction appears to be in contra- 
vention of the Clayton Act? The banking statutes do not 
vest regulatory or administrative agencies with such au- 
thority that their jurisdiction over possible Clayton Act 
violations must be exhausted before recourse can be had 
in the federal district courts.* The statutory provisions 
requiring the Comptroller of the Currency to approve 
the merger of two or more national banking associations,” 
the merger of a state bank with a national bank,” the 
establishment and operation of new branches by a national 
banking association,” are not aimed at enforcing compli- 
ance with the Clayton Act, but at the administration of na- 
tional banking laws and supervision of national banks. 
In passing these laws, Congress intended to protect the 
national banking associations and their shareholders.” 
The only statutory method the Comptroller is given to en- 
force these statutes is to dissolve the bank and appoint a 
receiver.” Moreover, it has been held in Inland Water- 
ways Corporation v. Young” that the Comptroller of the 
Currency must move within the orbit of Chapter 2 of Ti- 
tle 12 of the United States Code. 

It should be added here that Section 214 permits the 
conversion of national banking associations into State 
banks without the approval of the Comptroller of the 
Currency. The conversion cannot be made in contraven- 
tion of the State law,” and it may be necessary under 


58 See S. Rep. No. 1775, 81st Cong., 2d Sess. 3-6 (1950). 


54See comments in The Supreme Court, 1951 Term, 66 Harv. L. Rey. 
89, 159 (1952). 


5540 Srat. 1043 (1918) as amended, 12 U.S.C. §33 (1952). 


5644 Srat. 1225 S172) amended, 12 U.S.C. § 34a (1952); 66 Srat. 599 
(1952) as added, 12 U.S.C. §34b (1952). 


5744 Srat. 1228 (1927) as amended, 12 U.S.C. §36 (1952). 


58 See Central-Penn Nat. Bank of Philadelphia v.. Portner, 201 F.2d 607 
(3d Cir. 1953), cert. den., 346 U.S. 815 (1953). 


5966 Srar. ae (1911), 12 U.S.C. 93 (1952); 19 Srar. 63 (1876), 12 
U.S.C. §191 (1952). 


60 309 U.S. oo. rehearing denied, 309 U.S. 698 (1939). 
61 64 Stat. 456 (1950) as amended, 12 U.S.C. §214c (1952). 
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State law to have the merger approved by the State Su- 
perintendent of Banks.” 

In a similar respect the Board of Governors of the Fed- 
eral Reserve System is without authority under its enum- 
erated banking powers™ to consider antitrust violations 
by banks. Section 1828(c) requires a bank insured by the 
Federal Deposit Insurance Corporation wishing to merge 
or consolidate with a state member bank (except a dis- 
trict bank) to obtain written consent from the Board of 
Governors of the Federal Reserve System if the merging 
bank has insufficient asset requirements. This consent 
must be obtained from the Federal Deposit Insurance 
Corporation if the insured bank merges with a non- 
insured bank or a State non-member (of the Federal Re- 
serve System) insured bank (except a District bank) , and 
the Comptroller of the Currency must consent to all 
mergers of an insured bank with a District bank. The 
common purpose of this statute is to preserve the solvency 
of insured or regulated banks in merger transactions. The 
only authority the Board of Governors of the Federal 
Reserve System has for assuming jurisdiction of banking 
transactions which violate Section 7 of the Clayton Act 
is the limited authority vested in it by Section 11 of the 
Clayton Act. 

Under Section 11 of the Clayton Act various administra- 
tive agencies and boards have authority to enforce com- 
pliance with Sections 2, 3, 7, and 8 of that Act. Admin- 
istrative agencies but not the Board of Governors of the 
Federal Reserve System are granted additional authority 
and jurisdiction under Section 7 of the Clayton Act to 
enforce compliance with Section 7 provisions. The omis- 
sion of the Board of Governors of the Federal Reserve 
System from Section 7 implies that it can enforce compli- 
ance with this section only insofar as it is permitted to 
do so by Section 11. This glaring omission of the Fed- 


62 See New YorK BANKING Law § 136 


63 38 Srat. 261, 262, 265 (1913) as amended and added to, 12 U.S.C. 
§ 248 (1952). 
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eral Reserve Board was pointed out by M. S. Eccles, 
Chairman of the Board of Governors of the Federal Re- 
serve System, in a letter to the Hon. Hatton W. Sumners, 
Chairman of the House Committee on the Judiciary dur- 
ing Congressional hearings to amend Sections 7 and 11 of 
the Clayton Act in 1945. Said M. Eccles: 


. . . [T]he Board recommends that . . . H.R. 2357 be not 
limited to apply solely to those cases which fall within the juris- 
diction of the Federal Trade Commission . . . other agencies, 
including this Board, are invested with similar jurisdiction to 
that of the F.T.C. under the existing provisions of Section 11 
of the Clayton Act and the reasoning for the proposed change 
(amending Sections 7 and 11 of the Clayton Act) would seem to 
apply with equal force to acquisitions that are within the range 
of jurisdiction now conferred upon each of such other agencies, 
respectively. 
During the same hearing J. Leonard Townsend, counsel 
for the Board of Governors of the Federal Reserve Sys- 
tem, testified : 
All of the agencies except the F.T.C. and the Federal Reserve 
Board have authority today to prevent the things that the F.T.C. 
bill (Sections 7 and 11 of the Clayton Act as amended) would 
give to it. 
This testimony together with the statutory construction 
of Section 7 which does not expressly authorize the Fed- 
eral Reserve Board to proceed under that Section sug- 
gests that the Board of Governors of the Federal Reserve 
System would be unable to assert primary jurisdiction 
over a bank violating Section 7 of the Clayton Act. 
Under Section 15 of the Clayton Act the district courts 
are invested with jurisdiction to prevent and restrain 
violations of that Act, and the several district attorneys 
of the United States under the direction of the Attorney 
General have the duty of instituting proceedings in equity 
to prevent and restrain such violations.” Section 11 giv- 
ing the Federal Reserve Board authority to enforce com- 
pliance with Sections 2, 3, 7, and 8 of the Clayton Act, 


64 Hearings before a Subcommittee of the House Committee on the Judiciary 
on = 2357, 79th Cong., Ist Sess., at 360 (1945). 

65 Jd. at 3 

66 38 Strat. 736 (1914); 15 U.S.C. $25 (1952). 
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therefore, does not limit the jurisdiction of the federal 
district courts. This was made clear by Justice Clark in 
United States v. W. T. Grant Co., et al.," where it was 
declared that Section 15 of the Clayton Act when read 
in conjunction with Section 11 of that Act, provides for 
a scheme of dual enforcement. Any inference that ad- 
ministrative jurisdiction was intended to be exclusive falls 
before the plain words of Section 15. Cases supporting 
this Congressional design to provide for a scheme of dual 
enforcement of the Clayton Act are United States Alkali- 
Export Association v. United States* and Standard Oil 
Company v. United States.” 

Even though the design of the Clayton Act provides 
for dual enforcement of that Act, the Attorney General 
is charged with the responsibility for enforcement of the 
entire national antitrust program.” Section 11 of the 
Clayton Act points out this paramount responsibility of 
the Attorney General by requiring the various regulatory 
agencies to serve copies of all complaints upon the Attor- 
ney General and by giving him the right to intervene in 
the proceedings. While the Attorney General cannot 
compel the Board of Governors of the Federal Reserve 
System to act, he still has the ultimate responsibility for 
the enforcement of the antitrust program. This suggests 
a program of cooperation between the Department of 
Justice and the Federal Reserve Board in coordinating 
investigative activities and litigation. This program of 
cooperation was well summarized by Chief Justice Stone 
in considering the joint enforcement of the Clayton Act 
by F.T.C. and the Attorney General in the Alkali-Export 
Association case: 


[T]wo agencies will seldom act simultaneously. There 
would be no occasion for an investigation by the Commission if 


67 345 U.S. 629 (1953). 

68 325 U.S. 196, 208 (1945). 

69 337 U.S. 293, 310 (1949). 

70 See Assistant Attorney General Bergson’s remarks before the Subcom- 
mittee of the House Committee on the Judiciary on H.R. 1240, H.R. 988, 
H.R. and H.R. 2734, 81st Cong., 1st Sess., at 29 (1949). 
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the Attorney General had already procured the requisite evidence 
of violations and was ready to proceed with his suit . . . And 
there is no basis for interpreting the statute as though it had 
been contrived to prevent hostile action rather than to encourage 
efficient cooperation between the Commission and the Depart- 
ment of Justice.” 


CONCLUSION 


Aside from a few historical and technical arguments 
on whether or not banking is “commerce”™ and if so, 
whether banks are engaged in interstate commerce; the 
economic and public welfare justifications for mergers 
and consolidations, or for uniform banking practices; 
whether the specialized banking statutes indicate a plain 
design of Congress to remove certain banking transac- 
tions from the operation of the antitrust laws; and the 
power of States to exempt certain State banking practices 
from the Sherman Act, it appears that banks are fully 
subject to the provisions of the Sherman Act. The eco- 
nomic and public necessities of a healthy commercial 
banking system, however, do not permit the application 
of the antitrust laws to banks in the same way that they 
may be applied to private industry. A community often 
profits by the consolidation of two weak competitive 
banks into one strong bank even though the new bank 
may have a virtual monopoly of the banking business in 
such a community. Considerations, therefore, other than 
perpetuation of competitive conditions tempers the strict 
application of the antitrust laws to the field of banking. 
In this regard banks appear to enjoy a status somewhere 
between a public utility and private enterprise. How- 
ever, banking practices or agreements which restrain 
trade or competition and cannot be justified as reasonably 
necessary to the even, steady flow of money and credit 





71 U.S. Alkali-Export Ass’n, Inc. v. United States, 325 U.S. 196, 209 (1945). 

72 Paul v. Virginia, 75 U.S. (8 Wall.) 168 (1868). 

73 See Berle, supra, note 3, at 595-6. 

74 Id. at 594-95, 598. 

7 See Justice Stone’s Dissenting opinion in United States v. Southeastern 
Underwriters Ass’n, 322 U.S. 533 (1944); see also, Sunshine Anthracite Coal 
Co. v. Adkins, 310 U.S. 381, 396 (1940). 
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are fully exposed to Sherman Act prosecution. Although 
some confusion is also apparent in determining who has 
jurisdictional authority for enforcing this Act, Congress 
and the Courts have clearly indicated that the Attorney 
General’s paramount responsibility for instituting Sher- 
man Act proceedings in the District Court would include 
banks and banking institutions. 

A recent report by the Senate’s Select Committee on 
Small Business points out the serious concentration that 
is occurring in the banking industry.” Particularly sig- 
nificant is the continuing rate of bank mergers and the 
conversion of many independent banks into branches of 
larger banks. The ineffectiveness of Section 7 of the 
Clayton Act to a banking asset acquisition appears to per- 
mit this trend to continue unimpeded until Sherman Act 
questions can be raised. 

The 1914 Clayton Act imposed the duty on the Federal 
Reserve System to prohibit stock acquisitions by banks 
whenever the effect of such acquisitions would substan- 
tially lessen competition or tend toward a monopoly. 
Moreover, Congress expressly limited stock acquisitions 
by banks to a very circumscribed area in the National 
Bank Acts and in the Federal Reserve Act. The 1950 
amendment to the Clayton Act did not give to the Fed- 
eral Reserve System the same power the Federal Trade 
Commission obtained for policing prohibitions against 
asset acquisitions. Although this problem was not con- 
sidered in the Report of the Attorney General’s National 
Committee to Study the Antitrust Laws,” Assistant At- 
torney General Stanley N. Barnes has recently pointed 
out to a Congressional Committee the inadequacy of the 
present Section 7 to banking.” 


76 Annual Report of the Select Committee on Small Business, S. Rep. No. 
129, 84th Cong., Ist Sess., 67 (1955). 

77 RePpoRT OF THE ATTORNEY GENERAL’S NATIONAL COMMITTEE TO STUDY 
THE Antitrust Laws, Dept. of Justice, March 31, 1955, pp. 115-28. 


ioe “A Cols Look at Bank Mergers,” Business Week, May 7, 1955, New York, 
bie De ae 
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Remedial legislation is necessary to prohibit a banking 
acquisition by way of assets when the effect of such acqui- 
sition would substantially lessen competition or tend to 
create a monopoly. This would not work a hardship on 
our present banking system, but merely place banks under 
the same critical scrutiny of Section 7 now given to cor- 
porations subject to the jurisdiction of the Federal Trade 
Commission. Such legislation would also serve as a 
“check” against monopolistic combinations in the banking 
field. The newly introduced H.R. REs. 5948 attempts to 
reach these banking asset acquisitions by amending the 
language of Section 7 to read: 

. . no corporation engaged in commerce shall acquire, directly 
or indirectly, the whole or any part of the stock or other share 
capital and no corporation subject to the jurisdiction of the 
Federal Trade Commission and no bank, banking association, 
or trust company shall acquire, directly or indirectly, the whole 
or any part of the assets of another corporation engaged also in 
commerce, where in any line of commerce in any section of the 
country, the effect of such acquisition may be substantially to 


lessen competition or to tend to create a monopoly . . .”° 
(Emphasis added.) 


This resolution does not, however, resolve the present 
jurisdictional conflicts for the enforcement of this Sec- 
tion of the Clayton Act. 


79 H.R. Res. 5948, 84th Cong., Ist Sess., 1955; see also H.R. Res. 2115, 
84th a 1st Sess., 1955 which requires the Comptroller of the Currency, 
the Board of Governors of the Federal Reserve System, or the Federal 1 Depot 
Insurance Corporation to consider the competitive and monopolistic 
before granting approval of a merger, eee ago acquisition of assets or 
assumption of liabilities of banks coming under their respective jurisdiction. 
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EDITORIAL NOTES 


AN APPRAISAL OF THE ATTORNEY GENERAL/’S 
COMMITTEE’S VIEWS ON THE ROBINSON- 
PATMAN COST JUSTIFICATION DEFENSE 


The Clayton Act, as amended by the Robinson-Patman Act, 
makes unlawful a discrimination in price between purchasers of com- 
modities of like grade and quality, but it also provides for three 
exceptions or defenses to this broad prohibition. The first of these 
is found in Section 2(a) of the amended Act and reads: 


. nothing herein contained shall prevent [price] differentials 
which make only due allowance for differences in the cost of 
manufacture, sale, or delivery resulting from the differing methods 
or quantities in which such commodities are to such purchasers 
sold or delivered . . .* 


The second exception, also found in Section 2(a), permits price 
changes “in response to changing conditions affecting the market or 
the marketability of the goods concerned”. The third exception, is 
found in Section 2(b) and permits a rebuttal to a prima facie case 
of discrimination by a showing that the lower price to a purchaser 
was made “to meet an equally low price of a competitor.” 

Of these three, the first, the so-called “cost justification defense,” 
has been subjected to the greatest amount of criticism by both the 
legal and the economic professions, the most recent example being 
found in the recent Report of the Attorney General’s National Com- 
mittee to Study the Antitrust Laws in which the following appraisal 
of the operation of this proviso appears: 


We believe that businessmen and consumers have largely been 
deprived to date of the cost proviso’s intended benefits.‘ 


What were those “intended benefits” and in what manner have 
they been withheld? Has deprivation resulted from faulty adminis- 
tration of the proviso or by default on the part of the. business 
community by failure to take advantage of it? In either case, what 
are the prospects for realizing the benefits and what is the likely 
effect of the recommendations of the Attorney General’s Committee? 


138 Strat. 731 (1914), 15 U.S.C. §§ 14-27 (1952). 
249 Star. 1526 (1936), 15 U.S.C. § 13(a) (1952). 
8 Id. 
¢ Report oF THE ATTORNEY GENERAL’s NaTIONAL CoMMITTEE TO STUDY THE 
Antitrust Laws, 172 (March 31, 1955). Hereinafter called Report. 
[109] 
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THE INTENDED BENEFITS 


Section 2 of the Clayton Act prior to amendment by the Robinson- 
Patman Act contained a proviso that permitted “. . . discrimination 
in price between purchasers of commodities on account of difference 
in the . . . quantity of the commodity sold.” ° 

From the time of the enactment of the Clayton Act in 1914 until 
about 1933 the FTC never assumed it had the power to prohibit price 
discrimination on account of quantity when unrelated to differences 
in cost. In 1928, however, the FTC was directed by Congress to 
undertake an inquiry into the chain store system of marketing and 
distribution. The final report of this investigation was filed in De- 
cember of 1934 and contained the conclusion of the FTC that lower 
selling prices were a very substantial if not the chief factor in the 
growth of chain stores.’ In discussing Section 2 of the Clayton Act 
the report stated that if that section were to have any vitality, it must 
be interpreted and enforced or amended to the effect that price dis- 
criminations “on account of quantity” be permitted when these make 
“only due allowance” for savings in costs. In its annual report for 
the fiscal year ending June 30, 1935, the FTC recommended enactment 
of a law to define clearly the type of discrimination intended to be 
forbidden. Almost immediately bills were introduced into both 
houses of Congress containing the present proviso and were retained 
unchanged in the Robinson-Patman Act enacted in 1936. The purpose 
of the cost proviso was stated in the House Committee Report on 
the Robinson-Patman Act as follows: 


. [to] limit the use of quantity price differentials to the sphere 
of actual cost differences. Otherwise, such differentials would 
become instruments of favor and privilege and weapons of com- 
petitive oppression.* (Emphasis supplied.) 


The Senate Committee reporting the bill emphasized the same pur- 
pose.*° 

The Supreme Court, after examining the legislative history of the 
cost proviso has determined that the intent of Congress was “. . 
to protect competition from all price differentials except those based 
in full on cost savings. . . .”** (Emphasis supplied.) 


5 See note 1, supra. 


1939)" Goodyear Tire & Rubber Co. v. FTC, 101 F.2d 620, 623 (7th Cir. 


7S. Doc. No. 4, 74th Cong., Ist Sess. 97 (1934). 
SFTC Ann. Rep. (1935). 

®H.R. Rep. No. 2287, 75th Cong., 2d Sess. 7 (1935). 
10S. Rep. No. 1502, 75th Cong., 2d Sess. 4 (1935). 

11 FTC v. Morton Salt Co., 334 U.S. 37, 43 (1948). 
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The intended benefits of the cost proviso thus appear never to 
have been in doubt—to protect the businessman, principally the small 
one, from discrimination in the form of “unearned” discounts to the 
large buyer and, at the same time, to preserve for the public the 
benefits of more efficient marketing methods.’* 


THE “RULE OF REASON” APPROACH IN Earty CASEs 


Just prior to the enactment of the Robinson-Patman Act, the FTC, 
in its ruling in the Goodyear case™ interpreted the old quantity 
proviso of Section 2 of the Clayton Act as permitting differences in 
price “on account of quantity” only when based on a difference in cost 
and when the difference in price is “reasonably related to, and ap- 
proximately no more than” such difference.** This interpretation, 
although later overruled by the Court of Appeals in 1939,** appeared 
to be the guiding philosophy in the administration of the new cost 
proviso during the early years following its enactment. 

In the first case in which the new cost justification defense was 
successfully raised, Bird & Son, Inc.,* the respondent introduced 
evidence that his cost of selling direct to mail order houses was 28 
per cent less than to ordinary retailers while the difference in price 
was less than 20 per cent. Since the manufacturer made only one 
product, the cost study introduced to show the difference in selling 
costs was a simple one and the FTC showed no hesitancy in dismissing 
the complaint. 

Immediately preceding the Bird case a quantity discount schedule 
was successfully defended by oral testimony before the FTC by which 
respondent proved that bulk carrier shipments were cheaper than 
delivery of small orders by respondent’s own trucks.*7 The FTC 
stated that a reasonable inference could be drawn that any reasonable 
allocation of costs would more than justify the price differentials. 


12 Jd, at 58; See also the concurring opinion of Chairman Howrey in Sylvania 
Electric Products, Inc. 3 CCH Trape Rec. Rep. 25,197 (10th x 1955) 
F.T.C. Dkt. 5728 "(1954). See also the Report, note 4, supra at 170-171. A 
more critical interpretation is made by Professor M. A. Adelman in his article, 
The Consistency of the Robinson-Patman Act, 6 Stan. L. Rev. 4 (1953), in 
which he states that a single principle underlies the act—to enforce discrimi 
nation against the lower-cost buyer or the lower-cost method of distribution. 
See also Levi, The Robinson-Patman Act—Is it in the Public Interest, Pro- 
CEEDINGS OF THE SECTION OF ANTITRUST LAW oF THE ABA, 60 (1952), for a 
similar analysis. 


18 The Goodyear Tire & Rubber Co., 22 F.T.C. 232 (1936). 

14 Td. at 329. 

16 The Goodyear Tire & Rubber Co. v. FTC, 101 F.2d 620 (6th Cir. 1939). 
1625 F.T.C. 548 (1937). 

17 Kraft-Phenix Cheese Corp., 25 F.T.C. 537 (1937). 
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THE DEVELOPMENT oF A CRITICAL ATTITUDE BY THE FTC 


The first instance of criticism by the FTC of an attempted cost 
justification defense came in 1939 in the Standard Brands case dealing 
with prices of yeast.** The respondent presented an extensive ac- 
counting study *® which was intended to show that the price differen- 
tials were justified by savings in serving those customers receiving 
the benefit of the differentials. The FTC found serious defects in 
the study. The principal one was the use of “predetermined per- 
centages” as a basis for allocation of costs which had neither been 
determined by an analysis of the respondent’s operations nor the 
soundness verified by such a study. In fact, the results of the study 
based on the percentages themselves cast doubt on the accuracy of the 
percentages. Not only were the percentages mere lump sum estimates, 
but the allocation of certain costs was inaccurate and illogical. More- 
over, the cost study embraced the entire nation-wide operations of 
respondent while the price schedule being justified applied only to 
one section of the country. The FTC, needless to say, rejected the 
cost justification defense.” 

Two years later in a case involving discriminatory prices in the 
sale of chicory a rather cursory attempt at justifying differences in 
price without a cost study and analysis was found to be inadequate 
by the FTC." 

The next instance of cost justification of allegedly discriminatory 
prices came in 1944.2 The cost study introduced there by the Morton 


18 Standard Brands, Inc., 29 F.T.C. 121 (1939). 

19 Mr. Abe Fortas has stated that this study occupied the full attention of 20 
accountants for 7 months, nights and holidays included. Affirmative Legal 
Defenses in How to CoMPLY WITH THE ANTI-TRUsT Laws 187 (Van Cise & 
Dunn ed., 1954). 

20 Mr. William J. Warmack, a CPA with the FTC who prepared or super- 
vised the preparation of all accounting data submitted on behalf of the FTC 
and who was its principal accounting witness in the case, after pointing out the 
several defects in the study which were the principal reasons for its rejection, 
has observed, “Had the Standard Brands companies made a functional survey 
and analysis of cost in a few representative sales territories, there is no doubt 
that the cost defense would have reflected reasonably accurate cost results, and 
that the work involved would have been considerably less difficult and ex- 
pensive.” CCH Rosrnson-Patman Act Sympostum 105, 109 (1947 ed.). See 
it an Justification Under the Robinson-Patman Act, 49 Nw. U. L. Rev. 237 

21E.B. Muller Co., 33 F.T.C. 24 (1941). In this case, the FTC spoke of 
justifying higher prices to certain less favored customers, rather than lower 
prices to a favored one. The defense was doomed to failure since the respond- 
ent’s own records showed that sales to several customers were knowingly 
made far below actual cost and for the express purpose of destroying a com- 
petitor. The only argument discussed in the opinion in connection with the cost 
defense was that respondent could not rely on hypothetical costs (¢.g., trans- 
portation costs from a plant more distant than the one from which shipments 
were actually made) but were required to use actual costs. 

22 Morton Salt Co., 39 F.T.C. 35 (1944). 
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Salt Company to show justification has been described as a “splendid 
example of the result of mere office calculations.” ** The FTC in 
the absence of a cost study based on an accurate analysis found that 
the quantity discount schedule was arbitrary and unrelated to saving 
in cost in serving customers within the various brackets. 

Shortly thereafter the ruling in the Standard Oil case ** was issued 
and provided the critics of the FTC and of the Robinson-Patman 
Act with fresh ammunition. The discriminatory price complained 
of was that charged for gasoline to a “jobber” in the Detroit area. 
The original cost study presented, however, had been made in the 
Kansas and Oklahoma areas and a later one included rural areas of 
Michigan where the method of operation differed substantially from 
that in Detroit. It included, in addition, some unsupported estimates 
and attempted to use regular accounting statements as a source of 
costs (rather than a functional cost survey and analysis) without 
attempting to show the accuracy of that method. Other questionable 
data were presented, such as the allocation of institutional advertising 
costs to all customers except the one in question and a comparison 
of costs for serving the one customer with that of serving all others.” 

The Curtiss Candy case ** two years later was another example of 
the insistence by the FTC upon preparation of cost data in a manner 
acceptable to their own cost accountants. The factors used for allo- 
cation of costs here were frankly estimates or mere guesses and were 
not developed by a cost study of any kind. Furthermore, many 
items of costs were lumped into a general account and thus were not 
susceptible to allocation.*’ 


MINNEAPOLIS-HONEYWELL: Strict Justice TEMPERED WiTH A 
Promise oF Mercy 


Finally, eleven years after the Bird and Kraft-Phenizx cases, the 
FTC acted favorably toward a cost justification defense in the 
Minneapolis-Honeywell** ruling. In that case respondent attempted 
to justify the five lowest discount brackets of the eight brackets in 
their schedule by an extensive cost study covering their operation 
during a single year several years previous to that in which the study 


23 Mr. Warmack’s characterization, note 20, supra at 110. 

24 Standard Oil Co., 41 F.T.C. 263 (1945). 

25 Mr. Warmack was the principal accounting witness for the FTC in this 
case also and has listed the above defects in study. See note 20, 
ao “0 nae Justification Under the Robinson-Patman Act, 49 Nw. U. L. 

26 The Curtiss Candy Co., 44 F.T.C. 237 (1947). 


Rev. 
Pe .. “an Justification Under the Robinson-Patman Act, 49 Nw. U. L. Rev. 
28 Minneapolis-Honeywell Regulator Co., 44 F.T.C. 351 (1948). 
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was conducted.”* Four of the five discounts were found to be justified 
on the basis of cost while the fifth, by respondents own data, fell 
short of justifying the discount fully.*° In the opinion of the FTC 
in this case the often-quoted comment of Commissioner Ayers was 
made: 


Cost studies of the sort presented in this matter ordinarily do 
not afford precise accuracy but must necessarily embrace a num- 
ber of conjectural factors and allocations. There is inherent in 
them a reasonable margin of allowable error. Where they are 
made in good faith and in accordance with sound accounting 
principles, they should be given a very great weight... . Re- 
spondent’s burden under the act is very great and it should have 
a liberal measure of consideration when it becomes apparent 
‘nae it has made sincere and extensive efforts to discharge that 
urden.** 


In the next case to reach the FTC this philosophy was applied in 
the holding “that such unjustified price differences . . . less than 
one per cent . . . were de minimus and would not warrant the issu- 
ance of an order . . .” to cease and desist.*” 

In the International Salt Co. case,** in which the cost justification 
defense was again attempted, it was demonstrated that the philosophy 
expressed in the Minneapolis-Honeywell case was not an invitation 
to respondents to concoct some sort of justification based on alleged 
cost savings. The pricing practices complained of were virtually 
indefensible from a cost-savings standpoint. These included “split 
business” discounts based on the total purchases of a customer from 
other sellers as well as those from respondent, and discounts to chain 
stores based on cumulative purchases of the chain but with periodic 
deliveries made by the seller from stock to individual stores. 


29 Fortas, supra, note 19, states that the study required the work of 4 to 8 
accountants for 9 months and that respondent consulted with the FTC staff 
accountants regarding the study before undertaking it and, in fact, recast the 
study to meet objections later raised by the FTC before the hearing. See 
also note 27, supra. 


80 Adelman, note 11, supra, states that this case illustrates the wide margins 
of safety which a seller must employ in order to justify a discount. For 
example, he says, in one discount group, respondent showed cost savings of 
$7.10 Pout only “allowed a discount of $2.90 and in another, allowed only 90 
cents while savings were $2.32. Thus, he argues, those customers who did not 
receive the full benefit of the savings were actually the parties discriminated 
against. 


81 Minneapolis-Honeywell Regulator Co., note 28, supra at 394. 

821U.S. Rubber Co., 46 F.T.C. 998 (1950). Fortas, note 19, supra points 
out that respondent consulted with the FTC staff accountants before beginning 
their cost study and made three supplementary studies as a result of confer- 
ences with the FTC accountants before the hearing. 


33 International Salt Co., 49 F.T.C. 138 (1952). 
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In the Champion Spark Plug Co. case ** no serious attempt appears 
to have been made to justify the difference in price between sales 
of spark plugs to automobile manufacturers and to dealers for sale 
as replacements. 

The most recent case concerning a cost justification is the Sylvania 
case ** in which a comparison was permitted of the difference in the 
aggregate or “weighted average” price for over 600 electronic tubes 
with the difference in aggregate or “weighted average” cost. This 
decision appears to conform with the promise of tolerance expressed 
in the Minneapolis-Honeywell ruling since a less enlightened FTC 
could well have insisted upon a comparison of cost and price differ- 
ences for each tube. 


Tue Cost Proviso In THE CouRTs 


Two Federal district courts and one court of appeals have had 
occasion to consider defenses based on cost justification in treble 
damage suits brought under the Robinson-Patman Act. One district 
court rejected the defense because of failure by respondent to consider 
his costs in individual transactions with individual buyers.** Another 
district court also rejected a cost defense raised by the same defendant 
for the same reason but the decision was reversed by a different court 
of appeals.** These clearly inconsistent holdings offer no guidance 
to future attempts at cost justification. 

The Supreme Court has not had a case in which the substance 
of the cost defense was an issue although in the Automatic Canteen 
case it considered the question of the burden of proving cost justifi- 
cation as between seller and buyer.** It was in the opinion of the 
Court in this case that Mr. Justice Frankfurter said: 


We have been invited to consider in this connection some of the 
intracacies inherent in the attempt to show costs in a Robinson- 
Patman Act proceeding. The elusiveness of cost data, which 
apparently cannot be obtained from ordinary business records, i is 
reflected in proceedings against sellers. Such proceedings make 
us aware of how difficult these problems are, but this record 
happily does not require us to examine cost problems in detail. 
It is sufficient to note that, whenever costs have been in issue, 
the Commission has not been content with accounting estimates ; 


a ee ee Spark Plug ce. 3 CCH Trave Rec. Rep. { 40,257 (10th ed. 


1955), F.T.C. Dkt. 3977 (195 3). 

35 Sylvania Electric Products, Inc, 3 CCH Trape Rec. Rep. § 25,181, 
7 25,197 (10th ed. 1955), gg ae "Dit. 5728 (1954). 

38 Bruce’s Juices, Inc. v. ican Can Co., 87 F. Supp. 985 (S.D. Fla. 
1949), Aff’'d 187 F F.2d 919 (5th Ci Cir. T1981). 

87 Russelville Canning Co. v. American Can Co., 87 F. Supp. 484 (W.D. Ark. 
1949), rev'd 191 F.2d 38 (9th Cir. 1951). 

38 Automatic Canteen Co. v. FTC, 346 U.S. 61 (1953). 
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a study seems to be required, involving perhaps stop-watch 
studies of time spent by some personnel such as salesmen and 
truck drivers, numerical counts of invoices and bills and in some 
instances of the number of items or entries on such records, or 
other such quantitative measurement of the operation of a busi- 
ness. 


While these remarks may appear to display some sympathy for 
the businessman who must make the “stop-watch studies” and “nu- 
merical counts”, they do not reveal the attitude of the Court toward 
the propriety of requiring such studies. The reference to the discon- 
tent of the FTC with “accounting estimates” also appears to be too 
broad a statement of the attitude of the FTC, since, while they have 
rejected so-called “office studies” based solely on estimates, they 
have not categorically rejected estimates in a given study where they 
are shown to be sound from an accounting standpoint." 


THE REporRT OF THE ATTORNEY GENERAL’S COMMITTEE 


In discussing the cost proviso *? the Committee has been relent- 
lessly critical. The language of the proviso is criticized as being 
“prolix and perplexing.” ** The administration of the proviso by the 
FTC, and the courts as well, is characterized as “provoking need- 
less disputes over easily reconcilable disparities in technique,” ** and 
of making the defense an “illusory” one,** not to speak of “denying 
to the public the benefits of mass production and economical pro- 
cesses which Congress intended to preserve.” ** They speak of “pro- 
longed controversies which have contributed to devitalization of the 

. cost defense.” 4 

As a remedy for this frightful situation the Committee proposed 
that the FTC and, it is assumed, the courts adopt “realistic stand- 
ards” ** and an attitude which will “accommodate the Robinson- 
Patman cost defense to the realities of business and broad anti- 
trust objectives, while at the same time implementing the legislative 
design to preserve for the consumer the economies of efficient distri- 
bution processes.” *° 


89 Td. at 68. 
40 See note 20, supra. 

41 Kraft-Phenix Cheese Corp., note 17, supra. 
42 Report, 170-176. 

43 Jd, at 172. 

44 Jd. at 173. 

45 Ibid. 

46 Ibid. 

47 Ibid. 

48 Jd. at 174. 

49 Jd. at 175. 
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Specifically, they recommend that the FTC issue clear-cut official 
accounting guides® and that the FTC staff accountants be divorced 
from the prosecution of cases before examiners so that they will act 
only in a consultative capacity." 

In interpreting the proviso the Report recommends that the pro- 
viso be read as follows: 


That nothing shall prevent price differentials which make only 
due allowance for savings in any of the seller’s costs, determined 
by any sound accounting principles, which may reasonably 
flow from differences in the categories of transactions involved. es 
By this suggested interpretation the Committee feels that the FTC 
would adopt a “reasonable de minimus concept” ** and would not 
require “compulsory allocation of joint distribution costs among in- 
dividual transactions or individual customers, or individual items in a 
seller’s homogeneous product line as casting an unwarranted burden 
on businessmen.” °* Also recommended is that a “reasonable ap- 
proximation of . . . cost variances to price differentials . . . suffices 
as a matter of law to meet the requirement for justification.” ** 
The Committee also feels that when the “unjustified” portion of a 
partially “justified” differential could not reasonably cause injury, the 
de minimus concept should permit the entire differential.** 
Only in the event that the FTC fails to heed the advice of the 


Committee do they recommend legislative action to amend the proviso 
according to the suggested interpretation, supra.** 


AN ANALYSIS OF THE EXPERIENCE WITH THE Cost Proviso 


The FTC in administering the cost proviso has had far more 
critics ** than champions.°® This is probably due, in large measure, 


50 Jd, at 174. 

51 Jd. at 176. 

52“This textual revision restates the basic elements which we have recom- 
mended for administrative interpretation.” Jd. at 175. 

58 Jd, at 174. 

54 Id. at 175. 

55 Ibid. 

56 Jd. at 174. 

57 Jd. at 175. 

58 See Adelman, note 12 supra; Levi, note 12 supra; Fortas, note 19 supra; 
Austern says the defense is available only to “the w resourceful 
and the tireless,” CCH Antitrust Law Symposium, 105, 115 (1953) ; Hamilton 
refers to a hearing involving a cost defense as “trial . by the geeee ot 
cost accountancy.” 4 Law AND CONTEMPORARY PROBLEMS. 321, 33 peers ; 
also the concurring opinion of Chairman Howrey in Sylvania Electri Seton, 
Inc., note 12 supra and Address of Chairman Howrey eH the po Con- 
ference on Distribution, F.T.C. Press Release, Oct. 18, 1954. 

5° Warmack, note 20 supra; Fuchs, The Requirement of Exactness im the 
Justification of Price and Service Differentials Under the Robinson-Patman 
Act, 30 Texas L. Rev. 1 (1951). 
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to the very factor that has made their task difficult—the state of 
the distribution cost accounting art. The accounting profession 
admits that because of the limited experience in this field, the art 
is in a state of evolution with the result that agreement has not been 
reached on many of the precepts.® 

It was never anticipated that the FTC alone would undertake to 
develop the art of distribution cost accounting. The failure of the 
business world to lead in this area appears, rather, to have placed 
this burden upon the FTC. 

The storm of criticism which has followed_each rejection by the 
FTC of a cost defense has led to a general belief among the legal 
profession that the handling of such matters by the FTC has been 
grossly inept. There are no reasonable grounds for this belief even 
though the belief may be honestly entertained. The only basis avail- 
able to the public for judging the performance of the FTC is the 
record of their action on those few cases which reach them on appeal 
from the hearing examiner’s finding. In a much larger number of 
cases the cost defense has been explored on an informal basis * so 
that it is impossible to determine with any accuracy just what the rec- 
ord of the FTC has been. However, during the first year of operation 
under the Robinson-Patman Act, at least five cases of alleged price 
discrimination were disposed of informally by the FTC on the basis 
of cost justification of the price differential.** During the fiscal 
year ending June 30, 1950, the FTC conducted 140 investigations 
under Section 2(a), but issued only 17 complaints under that sec- 
tion.** It would appear safe to assume that the disparity in these 
figures results, in some measure, from the ability of some business- 
men under investigation to convince the investigator that his price 
structure is cost justified. 

The failure of the businessman to adopt some form of distribution 
cost accounting places him in an extremely vulnerable position in 


60 See the concurring opinion of Chairman Howrey in Sylvania Electric Prod- 
ucts, Inc., note 12 supra and his Boston Conference address, note 58 supra. 

61 Chairman Howrey said in Boston that “Most businessmen will agree, 
I believe, that regardless of the Robinson-Patman Act they need to know much 
more about distribution costs.” Address of Chairman Howrey before the Boston 
Conference on Distribution, note 58 supra. 

62 See Chairman Howrey’s concurring opinion on Sylvania Electric Products, 
Inc., note 12 supra. 

68 Chairman Ayers, in a letter dated July 23, 1937, reported to Congressman 
Patman on the disposition of 64 cases investigated by the FTC during the 
first year of operation under the Robinson-Patman Act. The “Informal 
Opinions of the Commission” in the 64 cases listed in the attachment to the 
letter do not name the respondents but give brief summaries of the cases, in- 
—e the five cases in which the files were closed upon justification. 81 Conc. 
Rec. App., Part 10, 2336 (1937). 

64F.T.C. Ann. Report 40 (1950). 
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cost justification proceedings.® If his schedule is such that only a 
few of his customers are placed in certain brackets or if he grants 
a more favorable price to a few customers, he runs the risk of 
prosecution.®* If prosecution does result, he must then, if he does 
not have one of the other defenses available, conduct a cost study in 
retrospect, desperately seeking items of cost in which he may show a 
savings.®’ If the first attempt falls short of justification, he sends 
the accountants back to the books for additional items of cost or a 
different allocation. Perhaps, as a result, he learns that his pricing 
policy has not been a prudent one. In any event his position before 
the FTC is a shaky one since they will probably be aware of his 
difficulties and will therefore view his data with suspicion.* 

There is general agreement that the intent of Congress in enacting 
the cost proviso was the protection of the small buyer while pre- 
serving the benefits of mass production and low cost distribution 
for the consumer.** The FTC apparently has been criticized for 
doing its job too well with respect to the small buyer at the possible 
expense of the consumer. The cases of record do not support this 
criticism. A statistical analysis of the cases which have been dis- 
cussed is helpful in arriving at a conclusion regarding the performance 
of the FTC. Of the 13 cases five were largely successful where 
cost justification was attempted," and one succeeded in justifying 
four of five discount brackets defended."* Of the seven cases in 
which the defense was unsuccessful, no functional cost study was 
conducted in four instances;** in one instance the details are not 
known ; ** in two cases "* cost studies were made which were replete 
with examples of poor accounting practices and other defects which 
appear to have been the result of desperate attempts to eke out the 
required margin of justification. Even the critics of the administra- 
tion of the cost proviso appear to agree that a functional cost study 


65 His profits may also suffer. “Enormous wastes in distribution will be 
eliminated when the fact is recognized that cost accounting is as important 
to the distribution function as it is to the production function.” Warmack, note 
20 supra at 106. 

66 Fortas, note 19 supra; Oppenheim, Price anp Service DIscRIMINATIONS 
UNpbER THE RopinsonN-PatTMAN Act (American Law Institute ed. ve 

67 Cost Justification Under the Robinson-Patman Act, 49 Nw. Rev. 
237 a ‘ 


69 Note 12 supra. 

70 Bird & Son, Inc., note 16 supra; Kraft-Phenix Cheese Corp., - 17 supra; 
U.S. Rubber Co., note 32 supra; Sylvania Electric Products, Inc., note 12 
supra; B. F. Goodrich Co., F.T.C. Dkt. 5677 (1954). 

71 Minneapolis-Honeywell Regulator C Co., note 28 supra. 

72E.B. Muller Co., note 21 supra; Morton Salt Co., note 22 supra; Curtiss 
Candy Co., note 26 supra; International Salt Co., note 33 supra. 

78 pion Spark Plug Co., note 34 supra. 

7 Standard Brands, Inc., note 18 supra; Standard Oil Co., note 24 supra. 





120 THE GEORGE WASHINGTON LAW REVIEW 


(though only approximately accurate) is essential to a successful 
defense, and therefore they can hardly condemn the action of the 
FTC in rejecting the four defenses not based on such a study. The 
action by the FTC in ten of the thirteen cases has been unquestion- 
ably reasonable in dealing with respondents raising the cost defense. 
Further, its action in the Standard Brands and Standard Oil cases is 
reconcilable with good accounting practice.” 

The trend of the approach of the FTC toward cost defenses is 
also significant—informal and rather tractable in the early cases, 
then more critical (probably as the FTC accountants gained confi- 
dence) and finally, a relaxation from what appear to be the rigid 
standards generally attributed to the FTC but of which little appears 
in the reported decisions. The recent appointment of an Advisory 
Committee on Cost Justification under Professor H. F. Taggart of 
Michigan to determine the feasibility of the development by the FTC 
of standards of proof and procedures for costing is a continuation 
of the trend toward encouragement to business to take increased 
advantage of the cost proviso."® 

Businessmen, particularly “big” ones, have always viewed the 
Robinson-Patman Act with suspicion, and it appears that they have 
either lacked the courage of their convictions in defending their pric- 
ing practices on a cost basis or, by failing to utilize cost accounting 
techniques, have not developed any conviction that their price dif- 
ferentials were justifiable. There appears to be universal agreement 
that they have not taken full advantage of the cost defense proviso.” 
The question of whether or not this failure to take advantage of the 
defense is due to the so-called illusory nature of the defense is moot. 


™ “Only in the Standard Brands and Standard Oil cases can it be said that 
the particular cost-accounting methods, as such, failed; and of course it cannot 
be said that better methods might not have been possible and have succeeded.” 
Fuchs, note 59 or at 14. 

16 “While . I cannot preview the report [of the Advisory Committee on 
Cost Justification], I am told it will probably discuss such problems as: 


. Definitions of price and price differences. 
q Defatiene of other terms at both the manufacturing and distribution 
. Manufacturing costs as affected by methods and quantities of sale. 
. Selling and transportation costs as affected by methods and quantities 
of sale and delivery. 
. Techniques of allocation and proration. 
. Customer classification. ‘ 
. Use of budgeted costs, standard costs, actual costs. 
8. Functional sing. to distribution cost analysis. 
9. Uses of sampling in making cost studies. 
10. F.T.C. ac staff or, tion and procedures.” 
Howrey, Address before the Boston Conference on Distribution, 
F.T.C. Press Release, Oct. 18, 1954. 


7 Adelman, note 12 supra; Fortas, note 19 supra; Fuchs, note 59 supra. 
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CoNCLUSIONS 


The criticism of the Attorney General’s Committee of the experi- 
ence with the cost defense proviso is, to a great extent, unjustified. 
Analysis of the cases shows only two instances wherein the FTC may 
justly be said to have acted unnecessarily harshly, and even in those 
cases much argument may be raised to the contrary. The Report 
criticizes alleged practices of the FTC which, the reported cases 
show, have not been resorted to by that body on an appeal. For 
example, the Report chastises the FTC for rejecting studies failing 
of justification by a fraction of a cent,”® yet in the only case in which 
such a situation came before the FTC, they invoked a de minimus 
rule and allowed the justification. 

The Report states that “formulation of good accounting practice is 
a task for accounting experts and hence beyond our scope.” * It 
would have been well, therefore, for the Committee to leave to the 
Advisory Committee on Cost Justification the discussion of the eco- 
nomic concept of cost and price, as well as the recommendation * 
concerning the “unwarranted burden” of allocations among individ- 
ual transactions, customers or items. Their treatment of these ques- 
tions does nothing to resolve them. 

The FTC, it appears, has already adopted the realistic attitude 
toward cost justification which the Committee urges. As for the 
consideration which the FTC is advised to give to the “complex of 
market conditions” which determines the seller’s price in the market, 
in addition to “cost,” ** it is submitted that the FTC can and already 
has given such consideration but not under the cost defense proviso. 
Speculative factors were never intended to be included, and the cost 
proviso was specifically designed to prevent their inclusion.“ This 
is not to say that consideration of the market complex may not be 
given under the two alternative defenses permitted in the Robinson- 
Patman Act, changes in market conditions and meeting competition. 

Administration of the cost proviso has not been nearly as dis- 
heartening as the critics have claimed. The FTC may, through its 
unrelenting struggle for the widespread adoption of cost accounting, 
eventually receive the thanks of more astute businessmen. Until that 
time little will be gained by unrestrained and largely unjustified at- 
tacks upon the FTC. Rather than bewailing the lack of accounting 


78 Standard Brands, Inc., note 18 supra; Standard Oil Co., note 24 supra. 
79 Report, 173. 

80 U.S. Rubber Co., note 32 supra. 

81 Report, 174. 

82 Td. at 175. 

88 Id. at 173. 

84 See notes 9, 10, and 11, supra. 
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standard it would be better for business to develop its own standards. 
The FTC has demonstrated that it is willing to accept reasonable 
practices based upon sound business judgment.** It is submitted 
that business owes a duty to itself and to the public to consider care- 
fully the forthcoming report of the Advisory Committee on Cost 
Justification, assure itself of the soundness of the action by the FTC 
in accordance with the report, and cooperate in achieving its pur- 
pose. Business will benefit in terms of improved public relations as 
well as in more material returns. ALLAN M. LazBowl!7Zz. 


THE ATTORNEY GENERAL’S ANTITRUST COMMITTEE 
LOOKS AT EXCLUSIVE DEALING PRACTICES 


INTRODUCTION 


For nineteen months the Attorney General’s National Committee 
to Study the Antitrust Laws, composed of some sixty lawyers, law 
professors, and economists—all specialists in the antitrust or cognate 
fields—had labored to reach the goal of “a thoughtful and comprehen- 
sive study of our antitrust laws.”* In view of the wide background 
and the diversity of views of members of the committee, it was virtu- 
ally impossible to achieve unanimity. As a result, both majority and 
dissenting views have been set forth in many of the antitrust areas 
covered by the Report. The section on “Exclusive Dealing,” ? falling 
under the broader topic of “Antitrust Policy in Distribution” * was 
no exception. 

Exclusive dealing practices may exist in several forms and have 
been variously defined. Exclusive dealing arrangements are those in 
which lessees or purchasers are required as a condition precedent to 
the lease or sale of goods to agree not to use or deal in the goods of 
a competitor or the lessor or seller. Requirements contracts are those 
in which the lessees or purchasers are required for a certain period 
of time to lease or purchase all or a certain percentage of their re- 
quirements of particular goods from the lessor or seller. By their 
very nature these two forms of exclusive dealing can be treated to- 
gether and were so considered in the Report.‘ 


85 Note 31, supra. 

1FrnaL Report oF THE ATTORNEY GENERAL’s NATIONAL COMMITTEE ‘TO 
Stupy tHe Antitrust Laws (1955), at iv., Committee History and Operation, 
(Called hereafter Report). 

2 Id. at 137. 

8 Id. at 129. 

4 Id. at 140. 
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Tying arrangements are those whereby lessees or purchasers are 
required as a condition of a lease or sale to lease or purchase other 
products from the lessor or seller in addition to the basic product 
involved in the lease or sale. Full-line forcing, a type of tying ar- 
rangement, requires the lessee or purchaser to handle a complete line 
of the lessor’s or seller’s products. 

Coercive practices of the types previously defined were the subject 
of direct legislative attack in Section 3 of the Clayton Act* passed 
by Congress in 1914. This section, which deals with a problem 
affecting the preservation of competition in the distribution process, 
makes unlawful sales, contracts for sales, or leases of goods, com- 
modities, etc., on the condition, agreement or understanding that 
the purchaser or lessee shall not use or deal in the goods, commod- 
ities, etc., of a competitor of the seller or lessor where the effect “may 
be to substantially lessen competition or tend to create a monopoly 
in any line of commerce.” ® 

It seems evident that Congress intended three elements be present 
to constitute a violation of Section 3 of the Clayton Act: (1) There 
must be a sale or lease (2) on condition that the purchaser or lessee 
shall not use or deal in the goods of a competitor of the seller, and 
(3) the effect of such contract must tend “to substantially lessen 
competition or tend to create a monopoly.” 

As to the first element the Supreme Court has stated that since 
only the words lease, sale, contract for sale, lessee and purchaser are 
used in Section 3, it is applicable only to those subjects and persons, 
and to broaden the scope of the statute would be to write into the 
statute what Congress has not expressly written." 

The courts have been quick to dispose of charges of violation of 
Section 3 where the contract is found to be one of agency and not 


538 Srat. 731 (1914) 15 U.S.C. § 14 (1952) ; As will become apparent 
subsequently, Sections 1 and 2 of the Sherman a dealing with contracts 4 
conspiracies in restraint of trade, and attempts to monopolize, respectively 
Strat. 209 (1890), as amended, 56 Strat. 693 (ass), 15 U.S.C. ay Stistee, : 
and Section 5 of the Federal Trade Commission Act dealin, er ir methods 
of competition, 38 Srar. 719 (1914) as amended 15 U.S.C. re air mt are 
applicable to exclusive arrangements. 


6 38 Star. 731 (1914), 15 U.S.C. § 14 (1952). 


7 Curtis Publishing Co. v. Federal Trade Commission, 270 Fed. 881 (3d Cir. 
1921), aff'd. 260 U.S. 568 (1923) ; also see United States v. Investors Diversified 
Services, Inc., 102 F. Supp. 645 (D. Minn. Be where the court held that 
to require a mortgagor as a condition for obtaining loans to agree that only 
the defendants shall write, place or sell to the mortgagor the hazard insurance 
which the mortgage requires the mortgagor to carry on the mortgaged property, 
mrorigeg ls cat's ieasn, onln 60 GeO tae WER: Sa aiiae. ak ome 
mortgage is not a or contract for money is not 
wares, merchandise, machinery, supplies, or other commodities within the mean- 
ing of section 
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of sale on condition.* The Federal Trade Commission shortly after 
the enactment of the Clayton Act pointed out that a consignment 
agreement which does not provide for a sale or lease of goods but 
only for the establishment of an agency for the sale of goods is 
not in violation of Section 3.° 

The courts have been equally firm, however, in holding contracts 
for sale, although denominated as contracts of agency, to be in viola- 
tion of Section 3 where full title and dominion passed to the buyer.?° 

As to the second element it has been held that the condition op- 
erates in the manner forbidden by the statute when it is affirmative 
in form requiring the purchaser or lessee to use only the goods of 
the seller or lessor as well as when it is negative in form requiring 
the purchaser or lessee not to deal in the goods of a competitor of 
the seller or lessor. As Section 3 includes sales on “agreement or 
understanding,” the requirements of exclusive dealing do not have 
to be expressly written into any franchise agreement.” 

Although the two elements described are necessary and must be 
present before a charge of violation of Section 3 can be sustained, the 
third element concerning the requisite effect on competition has been 
the most troublesome one to the courts as well as the subject of 
much comment by antitrust authorities and authors through the 
years.* It was to this controversial area that the Report of the 
Attorney General’s National Committee to Study the Antitrust Laws 
was principally directed. 

In order to evaluate adequately the conclusions drawn by the 
majority of the committee, as well as the views of the dissenters, it 
is necessary to analyze the basic cases relied upon and discussed in 
the Report. 


® Curtis Publishing Co. v. Federal Trade Commission, 260 U.S. 568 (1923). 

® Federal Trade sion Conference Ruling No. 9 (1916). 

10 Standard Fashion Co. v. Magrane-Houston Co., 258 U.S. 346 Seng JF A 
B. S. Pearsall Butter Company v. Federal Trade Commission, 292 Fed. 

7th Cir. 1923); Butterick Co. v. hey Trade Commission, 4 F.2d 910 tod 

ir. 1928), cert. denied, 267 US. 602 (1925); Carter Carburetor Corp. v. 
Federal Trade Commission, 112 F.2d 722 (8th Cir. 1940). 

11 International Business Machines Corp. v. United States, 298 U.S. 
(1936) ; United Shoe Machinery Corp. v. United States, 258 Us S. 451 (1920). 

12 United States v. Richfield Oil Corp., 99 F. Supp. 280 (S. D. Calif. 1951), 
aff'd. per curiam, 343 U.S. 922 (1952). 

18 DretamM Anp Kaun, Farr Competition: THe Law Anp Economics Or 
Antrrrust Poticy 91 (1954); Lockhart and Sacks, Relevance of Economic 
Factors in Determining Whether Exclusive Arrangements Violate Section 3 of 
the Clayton Act, 65 Harv. L. Rev. 913 Qricing. ‘Sunderland, Antitrust Develop- 
ments: A New Era for Competitwe 41 Frans ssrs 113 (Feb. oy 5 
Rashid, Antitrust Aspects of Exclusive D Arrangements, 40 Gro. L. J. 
as er Perry, Antitrust Laws—Requirements Contracts—Tests of Illegal- 

L. Rev. 188 (1950); Pennebaker,Section 3 of the Clayton Act— 

i ey, of Requirements Contracts Determined Quantitatively, 23 So. >. 

1 (Dec. 1949); Section 3 of the Clayton Act—“law unto itself’, 22 
Cur - ae 233 (Autumn 1954). 
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ExciusivE DEALING ARRANGEMENTS AND 
REQUIREMENTS CONTRACTS 


The first case discussed in the Report under this classification was 
that of Standard Fashion Co. v. Magrane-Houston Co.** The con- 
tract in this case concerned the sale of garment patterns and con- 
tained an agreement that the retailer would not sell or permit to be 
sold on its premises during the term of the contract any other make 
of patterns. The principal question involved the construction of 
Section 3 of the Clayton Act, and the Court pointed out that the 
Clayton Act was intended to supplement the purpose and effect of 
other antitrust legislation, principally the Sherman Act of 1890. 
Emphasis was placed on the fact that the Clayton Act sought to reach 
agreements embraced within its sphere in their incipiency and that 
section 3 set up specific tests to determine the legality of such agree- 
ments. 

In the opinion the Supreme Court stated that: 


Section 3 condemns sales or agreements where the effect of such 
sale or contract of sale “may” be to substantially lessen compe- 
tition or tend to create a monopoly. It thus deals with conse- 
quences to follow the making of the restrictive covenant 
limiting the right of the purchaser to deal in the goods of the 
seller only. But we do not think that the purpose in using the 


word “may” was to prohibit the mere possibility of the conse- 
quences described. It was intended to prevent such agreements 
as would under the circumstances disclosed probably lessen com- 
petition, or create an actual tendency to monopoly. That it was 
not intended to reach every remote lessening of competition is 
pace in the requirement that such lessening must be sub- 
stantial.** 


However, the facts brought out in the lower courts disclosed that 
the pattern manufacturer directly or indirectly controlled forty per 
cent of the pattern agencies in the entire country, and the circuit court 
observed that “the restriction of each merchant to one pattern manu- 
facturer must in hundreds, perhaps in thousands, of small com- 
munities amount to giving such single pattern manufacturer a mo- 
nopoly of the business in such community.” ** Asa result, the Supreme 


14258 U.S. 346 (1922). 

15 Td. at 356. 

16 Jd. at 357. In B. S. Pearsall Butter Co. v. Federal Trade Commission, 
292 Fed. 720 (7th Cir. 1923), the United States Court of Appeals for the 
Seventh Circuit reversed a cease and desist order of the Federal Trade Com- 
mission which held that a contract appointing an exclusive wholesale dealer for 
a specified territory and term, the wholesaler agreeing to deal exclusively. in 
the manufacturer’s products, was not in violation of "Section 3.of the Clayton 
Act. The court distinguished the facts in this case from those in Standard 
Fashion in that the manufacturer here produced only 1% of the margarine in 
the country and did not occupy a dominant position in that line of commerce. 

5 
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Court affirmed the lower court’s conclusions that the contract, with 
its restrictive covenant, constituted a violation of Section 3 of the 
Clayton Act. 

Restrictive agreements were also condemned under section 3 by 
the Supreme Court in the Fashion Originators’ Guild case ** in which 
an organization controlled by designers, manufacturers, sellers, and 
distributors of women’s garments sought to eliminate competitors 
who copied the original designs. These agreements permitted sales of 
textiles to garment manufacturers only upon the condition that the 
buyers would not use or deal in textiles copied from the designs of 
textile manufacturing Guild members, and garments by manufacturers 
to retailers only upon the condition that the retailers would not use 
or deal in such copied designs. 

Evidence showed that the Guild manufacturer members occupied 
a commanding position in their line of business and in one year sold 
in the United States thirty-eight per cent of all women’s garments 
in one price range, and sixty per cent of those in another price range. 
The Supreme Court upheld the opinion of the Federal Trade Com- 
mission that these agreements substantially lessened competition and 
tended to create a monopoly. 

Probably the most controversial decision in the exclusive dealing 
area is that of the Supreme Court in the Standard Stations case.** The 
Standard Oil Co. of California had entered into contracts with ap- 
proximately 6,000 independent service stations, or sixteen per cent 
of the retail gasoline outlets in the western area of the United States, 
requiring these stations to purchase from Standard their entire re- 
quirements of gasoline and other petroleum products. In addition, 
these stations were required to handle exclusively certain other prod- 
ucts sold by Standard or by companies with whom Standard had a 
contract to buy. In 1947 these stations purchased from Standard 
$57 million worth of gasoline and $8 million worth of other products. 
In the preceding year Standard’s combined sales amounted to twenty- 
three per cent of the total taxable gallonage sold in the area. 

The district court held that the requirement of showing an actual 
or potential lessening of competition or a.tendency to establish monop- 
oly necessary under Section 3 of the Clayton Act was adequately met 
by proof that the contracts covered “a substantial number of outlets 
and a substantial amount of products, whether considered compara- 


17 Fashion Originators’ Guild of America, Inc. v. Federal Trade Commission, 
312 U.S. 457 (1941). 

18 Standard Oil Company of California et al v. United States, 337 U.S. 293 

1949). See Schwartz, Potential Impairment of Competition—The Impact of 

tandard Oil Company of California v. United States on the Standard of 
Legality Under the Clayton Act, 98 U. or Pa. L. Rev. 10, 19-29 (1949). 
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tively or not.” *® Given such quantitative substantiality the substan- 
tial lessening of competition was deemed an automatic result. The 
Supreme Court said that the issue was whether the requirement of 
showing that the effect of the agreements “may be to substantially 
lessen competition” can be “met simply by proof that a substantial 
portion of commerce is affected or whether it must also be demon- 
strated that competitive activity has actually diminished or probably 
will diminish.” *° 

The Supreme Court affirmed (5-4) the lower court’s holding, 
concluding “that the qualifying clause of Section 3 is satisfied by 
proof that competition has been foreclosed in a substantial share of 
the line of commerce affected.” ** The Court observed that to inter- 
pret section 3 as requiring proof that competition had actually dimin- 
ished would in effect confer immunity on the practices sought to be 
outlawed. Moreover, to attempt to show what would have been the 
competitive situation had the exclusive dealing arrangements not been 
employed would be a standard of proof virtually impossible to be as- 
certained by the courts. 

The dissent stated that it is indispensible to the Government’s case 
to establish that either the actual or probable effect of the questioned 
arrangement is to substantially lessen competition or tend to create 
a monopoly. The dissenters did not agree with the majority that 
the requirements contract is per se an illegal contract under the anti- 
trust laws. 

The Supreme Court in the Motion Picture Advertising case* 
seemed to use the “rule of reason” approach when ,it sustained a 
Federal Trade Commission order in which the use of exclusive dealing 
contracts of terms longer than one year were held to be an “unfair 
method of competition” in violation of Section 5 of the Federal Trade 
Commission Act. The Commission did not seek to establish a viola- 
tion of Section 3 of the Clayton Act nor did it reconcile the Standard 
Stations case, supra, with the present one. 

The Motion Picture Advertising Service Co. produced advertising 
motion pictures and had exclusive contracts with forty per cent of 


19 Jd. at 298. 

20 Td. at 299. 

21 Jd. at 314. Although the district court had found a violation of nag 1 
of the Sherman Act, the Supreme Court did not feel that it was necessary to 
consider that aspect when Section 3 of the Clayton Act was violated. Also 
see Harley-Davidson Motor Co., F.T.C. Dkt. 5698 (July 7, 1954), in which 
the Federal Trade Commission held that where exclusive dealing agreements 
were in violation of Section 3 of the Clayton Act it was unneces to a. 
a whether such practices violated Section 5 of the Federal Trade 


ct. 
22 Federal Trade Commission vy. Motion Picture Advertising Service Co., Inc., 
344 U.S. 392 (1953). 
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the theaters which exhibit such films in the area where it operated. 
With three other producers it had exclusive contracts with seventy- 
five per cent of such theaters in the United States. The Commission 
found that such exclusive contracts had limited the outlets for films 
of competitors and had forced some competitors out of business 
because of their inability to obtain outlets for their advertising films. 
The Supreme Court agreed (7-2) that substantial evidence supported 
the finding that M.P.A.’s exclusive contracts for longer than one year 
unreasonably restrained competition and tended to create a monopoly. 
It was stated that “the precise impact of a particular practice on the 
trade is for the Commission, not the courts, to determine”,?* and 
that it was “plain from the Commission’s findings that a device which 
has sewed up a market so tightly for the benefit of a few falls within 
the prohibitions of the Sherman Act and is, therefore, an ‘unfair 
method of competition’ within the meaning of § 5(a) of the Federal 
Trade Commission Act.” ** The dissent questioned the application 
of the Federal Trade Commission Act to a situation specifically 
governed by Section 3 of the Clayton Act. 

Recent decisions of two circuit courts and recent Federal Trade 
Commission opinions leave the interpretation of section 3 unsettled. 

The United States Court of Appeals for the Seventh Circuit in 
the Anchor Serum case * upheld the Federal Trade Commission find- 
ing that certain requirements contracts were in violation of section 3. 
The Anchor Serum Co. was the largest of nine producers of certain 
serums sold to drug stores, farm bureaus, etc. The contracts obligated 
the purchasers to buy all of their requirements of designated products 
from Anchor. The court stated that the issue was not whether the 
contracts were illegal per se but whether they had the prescribed 
effect. In denying the motion to set aside the cease and desist order 
the court stated that the Commission found not only that the contracts 
furnished a vehicle for the potential impediment to a substantial 
amount of competitive activity but that they had actually done so. 

In the Dictograph Products decision ** the United States Court of 
Appeals for the Second Circuit appeared to use per se reasoning in 
holding exclusive dealing arrangements illegal under Section 3 of the 
Clayton Act when used by one of the three largest companies in 
the hearing aid industry in volume of sales. 


23 Jd. at 396. 
24 Id. at 395. 
1954 Serum Co. y. Federal Trade Commission, 217 F.2d 867 (7th Cir. 
26 Dictograph Products, Inc. v. Federal Trade Commission, 217 F.2d 821 
(24 Cir. 1954). 
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The Federal Trade Commission had found that twenty-two per 
cent of the well-established distributors who specialize in the hearing 
aid field were tied to Dictograph with exclusive dealing contracts. 
The FTC said the test as to the substantial lessening of competition 
was met where a substantial portion of the established retail outlets 
was tied up, denying competitive opportunities to the distributors 
and tending to foreclose a substantial part of the market to competi- 
tors of the manufacturer. 

The district court citing the Standard Stations case ruled out the 
necessity for an economic inquiry in the case of an organization firmly 
established in a particular line of commerce and doing a substantial 
share of the business. 

The Dictograph Products decision was a radical departure from 
the Federal Trade Commission approach in the Maico case.” In 
that case, involving another hearing aid manufacturer, the hearing 
examiner found that the exclusive dealing contracts did have the effect 
of substantially lessening competition and tended to create a monopoly, 
but rejected Maico’s attempts to present economic evidence to show 
that there had been an increase in the number of competitors, that 
the volume of business of its competitors had increased, that its share 
of the market had been decreasing and that its dealers constituted 
a small percentage of the total number of hearing aid dealers in the 
country. 

In remanding the case to the hearing examiner to obtain relevant 
economic data, the Commission rejected the per se rule and announced 
that it will consider evidence of the actual competitive effect of exclu- 
sive dealing contracts before deciding whether they violate Section 3 
of the Clayton Act. 


TyInc ARRANGEMENTS 


In the United Shoe Machinery case ** the record established that 
the company controlled ninety-five per cent of the manufacture of 
the shoe machinery in the United States. The machines produced 
by United were covered by patents, but the validity of the patents 
was not questioned by the Court. 

The contracts under consideration required the lessee of United’s 
shoe machinery to purchase supplies and services exclusively from the 
lessor. The Supreme Court held that such restrictive and tying agree- 
ments must necessarily lessen competition and tend to create monopoly 
as set forth in Section 3 of the Clayton Act when the company occu- 


27 The Maico Co., Inc. F.T.C. Dkt. 5822 (December 2, 1953). See also 
Outboard Marine & Mfg. Co., F.T.C. Dkt. EY 18, 1954); Beltone 
Hearing Aid Co., F.T. " Dkt. 5825 (February 1 

28 United Shoe Machinery Corp. v. United States, 258 U.S. 451 (1922). 
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pies a dominant position in supplying shoe machinery of the classes 
involved. These covenants signed by the lessee and binding upon 
him effectually prevented him from acquiring the machinery of a 
competitor of the lessor except at the risk of forfeiting the right to 
use the machines furnished by United, which may be absolutely essen- 
tial to the prosecution and success of his business. It is interesting 
to note that the Supreme Court in a case four years earlier failed 
to find that the same leases were in violation of the Sherman Act.** 

In Federal Trade Commission v. Sinclair Refining Co.*° the Com- 
mission had condemned as a violation of Section 3 of the Clayton Act 
and Section 5 of the Federal Trade Commission Act the practice of 
leasing underground tanks and pumps to retail dealers at nominal 
prices and upon condition that the equipment should be used only 
with gasoline supplied by the lessor. This was reversed by the court 
of appeals and the Supreme Court affirmed stating that the leases 
did not forbid the lessee from using or dealing in the goods of a 
competitor of the lessor. The lessee was free to obtain pumps wher- 
ever he desired.** By restricting the use of its pumps to its own 
brand of gasoline Sinclair was only protecting its goodwill.** 

In 1936 the Supreme Court decided the International Business 
Machines case.** The district court had enjoined 1.B.M. from leasing 
its tabulating and other machines upon the condition that the lessees 
use with such machines only tabulating cards manufactured by the 
lessor as a violation of Section 3 of the Clayton Act. I.B.M. con- 
tended that it was necessary to use in its complex machines tabulating 
cards which conformed to precise specifications and that its only 
purpose was to preserve the good will of its lessees by preventing the 
use of unsuitable cards which would interfere with the successful 
performance of its machines. However, the Government was per- 
mitted to manufacture its own cards by paying a fifteen per cent 


ane Shoe Machinery Co. of New, Jersey v. United States, 247 U.S. 32 


80 261 U.S. 463 (1923). 


31In Signode Steel Strapping Co. v. Federal Trade Commission, 132 F.2d 
48 (4th Cir. 1942), the court in answering the position that the leased appliances 
were comparatively inexpensive and could be obtained from other dealers without 
difficulty, stated “. . . the users of appliances of this sort will not in most cases 
care to equip themselves with more appliances than are necessary for their 
purposes and, having obtained from the company those that are necessary, will 
not - willing to incur the additional expense of acquiring others to do the same 
work.” 


82 See also Pick Mfg. Co. v. General Motors Corp., 299 U.S. 3 (1936) 
affirming, per curiam, 80 F.2d 641 (7th Cir. 1935); Harley-Davidson Motor 
Co., F.T.C. Dkt. 5698 (July 7, 1954). 


an Business Machines Corp. v. United States, 298 U.S. 131 
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increase in rental fee. It was shown that 1.B.M. made eighty-one 
per cent of the total number of cards and derived over $3 million 
annually from such sale. 

In affirming the decision, the Supreme Court held that the good 
will of the company could be adequately protected without the creation 
of monopoly or the suppression of competition by warning against 
the danger of using in its machines cards which did not conform to 
specifications, or by making its leases conditional upon the use of cards 
which conform to them. 

A little over ten years later the Supreme Court ruled on the 
International Salt case ** in which lessees of patented salt dispensing 
machines were required to use therein only lessor’s unpatented salt 
products. The Court stated that it was “unreasonable, per se, to 
foreclose competitors from any substantial market” ** and the volume 
of business affected by International Salt contracts cannot be said 
to be insignificant or insubstantial (in 1944 the company had sales 
of half a million dollars involving 119,000 tons of industrial salt for 
use in these machines). It was held that such leases violated both 
Section 3 of the Clayton Act and Section 1 of the Sherman Act. 

The latest Supreme Court case involving the use of tying arrange- 
ments is that of Times-Picayune Publishing Co. v. United States ** 
in which violations of Sections 1 and 2 of the Sherman Act were 
charged. Times-Picayune owned a morning and an evening news- 
paper in New Orleans. The company used contracts requiring 
classified and general display advertisers to purchase only combined 
insertions in both the morning and evening papers and not separately 
in either. The Supreme Court observed that “the essence of illegality 
in tying agreements is the wielding of monopolistic leverage; a seller 
exploits his dominant position in one market to expand his empire 
into the next.” ** 

The evidence disclosed that Times-Picayune’s sales of both general 
and classified lineage averaged about forty per cent of the total volume, 
and if equally shared in the area with other publications, they would 
have had about thirty-three per cent. In the absence of patent control 

the Supreme Court said that the small difference in percentages could 
not supply the market dominance which, with a not insubstantial 
volume of trade in the tied product, would cause a violation of the 
Sherman Act under the rule of the International Salt case. 


84 International Salt Co. v. United States, 332 U.S. 392 (1947). 
35 Jd. at 396. 

86 345 U.S. 594 (1953); Also see supra note 1, at 29. 

37 345 U.S. 594, 611 (1953). See also Insto-Gas Corp., F.T.C. Dkt. 5851 
(October 6, 1954). 
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ANALYSIS OF THE COMMITTEE’S CONCLUSIONS 
In General 


The view adopted in the Report is that the Supreme Court has 
always considered the criteria under Section 3 of the Clayton Act 
to be whether the challenged arrangement would under the circum- 
stances disclosed probably lessen competition or create an actual 
tendency to monopoly.** However, a comparison of the language of 
the Supreme Court in the Standard Stations case **® and Standard 
Fashions * quoted, supra, does not seem to support the interpretation 
given these decisions. Although in both cases the agreements were 
held illegal under Section 3 of the Clayton Act, the opinion in 
Standard Fashion would not suggest the quantitative substantiality 
test adopted some years later in Standard Stations. 

The Report states that cases subsequent to Standard Stations show 
a trend away from the per se approach to use of the quantitative 
substantiality test. The recent Dictograph Products decision by 
the United States Court of Appeals for the Second Circuit does not 
lead to such a broad conclusion. It is true that the present Federal 
Trade Commission analysis of exclusive dealing arrangements will 
include consideration of relevant economic and market data as shown 
by the Maico, Beltone Hearing Aid, and Outboard Marine opinions. 


Tying Arrangements 


Regarding tying arrangements the Report adopts the Supreme 
Court’s view that such arrangements which involve the wielding of 
monopolistic leverage generate the requisite probability of economic 
harm whenever the seller occupies a dominant market position for 
the tying commodity or if his arrangements cover a substantial volume 
of trade in the tied product. The United Shoe Machinery case * is 
an example of the former objectionable status. 

There is relatively little dispute in establishing the criteria by which 
the legality of tying agreements is judged. The Report supports 
the view taken by the Supreme Court in the Standard Stations and 
Times-Picayune opinions “ that tying arrangements normally serve 


88 Supra note 1, at 144. Other writers feel that exclusive arrangements are 
illegal according to the cases “where the effect may possibly, now or in the 
future, be to weaken the force of competition in some not insubstantial portion 
of the market, sectional or national, by putting some competitors of the seller 
or the buyer at a disadvantage”. "Dimtam AND Kaun, Farr CoMPETITION: 
Tue Law Anp Economics Or Antirrust Poticy 91 (1954). 

89 Supra note 18. 

40 Supra note 14. 

41 Supra note 26. 

42 Supra note 27. 
48 Supra note 28. 
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little purpose beyond the suppression of competition. Under most 
circumstances the manufacturer’s good will attached to the tying 
product can be protected by specifying the standards to which the 
tied product must conform as suggested by the J.B.M. case. It is 
submitted that the cases pertaining to tying arrangements have been 
fairly evaluated. 


Exclusive Dealing and Requirements Contracts 


As to exclusive dealing or requirements contracts the Report points 
out that competition may or may not be lessened by the use of such 
exclusive arrangements and, therefore, a broader inquiry is necessary 
here than in the case of tying agreements.** The test adopted by 
the majority in the Report is whether a system of challenged exclusive 
arrangements in fact forecloses competitors from a substantial market. 
The Committee feels that this standard goes further than a quantita- 
tive substantiality test, but not as far as that used in finding a Sherman 
Act violation. 

The Committee felt that the Standard Stations case suggested the 
actual foreclosure test but did not agree with the Court that a sub- 
stantial volume of commerce covered by exclusive dealing arrange- 
ments automatically meant foreclosure of competitors from access to 
a substantial market. 

Although most of the Committee agreed to the conclusions drawn 
from the cases on tying arrangements, two groups of members took 
opposite viewpoints as to the standard or criteria applicable in the 
exclusive dealing and requirements arrangements area. One group 
dissented from the suggested use of any type of quantitative substan- 
tiality test, while the other dissented from the actual foreclosure test 
adopted by the majority.* 

Exclusive dealing contracts may be used for legitimate business 
reasons, may sometimes aid a weaker competitor to strengthen his 
market position, and may thus have no adverse effect on competition. 
It is therefore likely that the use of the quantitative substantiality 
test is a standard more strict than that contemplated by Congress in 
drafting Section 3 of the Clayton Act. In theory the test of actual 
foreclosure seems reasonable, but it is probable that the courts will 


continue to apply the standards of illegality set out in the Standards 
Stations case. 


Joint Enforcement Responsibility Under Section 3 
The fact that the Federal Trade Commission and the Department 
of Justice have joint enforcement responsibility under Section 3 of 


45 Supra note 1, at 146. 
46 Jd. at 149. 
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the Clayton Act has caused great concern in deciding what test or 
standard should be applied to ascertain the legality or illegality of ex- 
clusive dealing or tying arrangements. 

The majority in the Report state that the standard of “actual fore- 
closure” is well adapted for use in judicial as well as administrative 
proceedings.*’ Others dissented from the “actual foreclosure” test 
because they believe this test is inconsistent with the Clayton Act 
conception of stopping restrictive practices before they do demon- 
strable harm.* 

Some difficulty has arisen due to the opinion in Standard Stations 
where it was pointed out that while the Commission was created for 
the purpose of appraising economic data and market facts, the courts 
are ill-suited to perform such functions.*® It is difficult to believe, 
however, that Congress intended separate tests to be applied depend- 
ing upon whether the action was initiated by the Federal Trade 
Commission or the Department of Justice. 

The same test should apply when the Commission attacks exclusive 
dealing arrangements as “unfair methods of competition” violative of 
Section 5 of the Federal Trade Commission Act. In the Motion 
Picture Advertising case the Supreme Court said that the impact 
of a particular practice on the trade is to be determined by the Com- 
mission and not by the courts.°° 


The Chairman of the Federal Trade Commission firmly believes 
that the opinions in Standard Stations and Motion Picture Advertising 
may be taken “as an unanimous expression that the Federal Trade 
Commission can and should make adequate appraisals of economic 
and marketing data.” ** 


47 Td. at 148. 

48 Jd. at 149. 

49 Standard Oil of California v. United States, 337 U.S. 293, 310, 322 (1949). 
Mr. Justice Frankfurter, speaking for the majority, said: “Our interpretation 
of the Act . . . should recognize that an appraisal of economic data which 
might be practicable if only . . . (the Federal Trade Commission) were faced 
with the task may be quite otherwise for judges unequipped for it either by 
experience or by the availability of skilled assistance”. Mr. Justice Jackson 
in his dissent, in which Chief Justice Vinson and Mr. Justice Burton joined, 
stated: “I regard it as unfortunate that the Clayton Act submits such economic 
issues to judicial determination. It not only leaves the law vague as a warning 
or guide, and determined only after the event, but the judicial process is not 
well adapted to exploration of such industry-wide, and even nation-wide, ques- 
tions. But if they must decide, the only possible way for the courts to arrive at a 
fair determination is to hear all relevant evidence from both parties. . . .” 

5° Supra note 22, at 396. 

51“The Federal Trade Commission and the Administrative Process’, Address 
of Hon. Edward F. Howrey, Chairman, Federal Trade Commission, Before 
the Section on Antitrust Law, New York State Bar Association, New York, 
N. Y., January 28, 1954; For a list of factors which the Chairman of the 
Federal Trade Commission deems important for determining competitive effects, 
see “Coalescence of Legal and Economic Concepts of Competition”, Address of 
Hon. Edward F. Howrey, before the Section on Antitrust Law, New York 
State Bar Association, New York, N. Y., January 26, 1955. 
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However, the Committee members do not feel that the Commission 
in the Maico case intended to extend the scope of the inquiry in 
obtaining market data beyond that which is required by the courts.” 
The writer believes that the courts may be reluctant to require an 
investigation of the scope advocated by the Federal Trade Commission 
in view of the Standard Stations opinion. 


CoNcLUSIONS 


Because of the advisory nature of the Attorney General’s National 
Committee to Study the Antitrust Laws it is difficult at this time to 
speculate as to the impact the Report may have in future antitrust 
law enforcement by the courts or in the form of any statutory changes 
by Congress. It is doubtful that any immediate Congressional effort 
will be expended in altering the statutes applicable to exclusive dealing 
or tying arrangements. 

It is more important, therefore, to point out the factors which have 
been weighed most heavily by the courts and the Commission in the 
past in determining the legality of the exclusionary practices discussed 
in this note. 

Contrary to some thinking, and despite the decisions in the Standard 
Stations and Dictograph Products cases, exclusive dealing arrange- 
ments are not clearly illegal per se under the antitrust laws. 

Accordingly, the following criteria must be considered in making 
a finding: (1) the volume of business done under the exclusive 
arrangement; (2) whether the manufacturer occupies a dominant 
position in the market; (3) the relative bargaining positions of the 
manufacturer and the dealer; (4) the effective duration of the ex- 
clusive arrangement; (5) protection of the good will of the tying 
product; (6) effective consumer choice of alternative goods and 
services; (7) opportunity for competitors to enter the market; (8) 
the form of the relationship between the manufacturer and dealer, | 
such as sale or agency, under Section 3 of the Clayton Act. 


RicHARD M. MERRIMAN. 


INCOME TAX DEDUCTIONS FOR PERSONAL 
CASUALTY LOSSES 


INTRODUCTION 


For income tax purposes the general rule is that a deduction shall 
be allowed for any loss sustained during the taxable year and not 


52 Supra note 1, at 148. 
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compensated for by insurance or otherwise. The basis for deter- 
mining the amount of the deduction for any loss shall be the adjusted 
basis provided in Section 1011 of the Internal Revenue Code of 1954 
for determining the loss from the sale or other disposition of prop- 
erty. In the case of an individual, the deduction for a loss shall be 
limited to: (a) losses incurred in a trade or business; (b) losses 
incurred in any transaction entered into for profit, though not con- 
nected with a trade or business; and (c) losses of property not con- 
nected with a trade or business, if such losses arise from fire, storm, 
shipwreck, or other casualty, or from theft. A further limitation is 
placed on the losses of an individual as the loss will not be allowed 
if, at the time of the filing of the return, such loss has been claimed 
for estate tax purposes in the estate tax return.‘ 

This paper will be primarily concerned with the individual tax- 
payer’s losses of property which are not connected with a trade or 
business and which are not incurred in a transaction entered into for 
profit. 

As a result of the considerable damage to grounds, dwellings, auto- 
mobiles, boats, furniture and other property caused by the hurricanes 
in 1954, the Internal Revenue Service put out a circular dealing with 
this subject matter.® 

It stated that a deduction would be allowed only for losses to prop- 
erty owned by the taxpayer and not for items such as personal in- 
juries or temporary quarters rented during the emergency. The 
amount is to be determined by the excess of the value of the property 
immediately before the casualty over its value immediately thereafter, 
not to exceed the cost or other adjusted basis of the property, with 
any insurance or other recovery deducted therefrom. The “value im- 
mediately after the casualty” means the value before the property is 
repaired or otherwise restored. 


WHat ts A CasuA.ty Loss? 


In connection with casualty losses of individuals the greatest diffi- 
culty arises in determining what is meant by the words “or other 
casualty.” In 1925 the United States Board of Tax Appeals held that 
in construing the words “other casualty” the rule of ejusdem generis 
is applicable, and in order that a loss sustained by an individual, re- 
sulting from an “other casualty” may be deductible from gross in- 


1Int. Rev. Cone §165(a). Unless otherwise specified citations to the Inter- 
nal ayy Code re to - Internal Revenue Code of 1954 68A Srar. 4, 


8 Hurricane Losses and The Income Tax, IRS Publication No. 155, 1955. 
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come, it must appear that the casualty was of a similar character to 
a fire, storm, or shipwreck.* Later court decisions and Bureau rulings 
developed the over-all concept that the term “casualty” refers to an 
identifiable event of a sudden, unexpected, or unusual nature and 
that damage or loss resulting from progressive deterioration of 
property through a steadily operating cause would not constitute a 
casualty loss.’ In Matheson v. Commissioner® the Second Circuit 
Court of Appeals held that the word “casualty” as used in the Reve- 
nue Act of 1921 is an event due to some sudden, unexpected, or un- 
usual cause and anything less than this renders it hardly distinguish- 
able from depreciation from ordinary wear and tear which cannot be 
deducted by a taxpayer in the case of property that is not used in 
trade or business. Casualty denotes an accident, a mishap, some sud- 
den invasion by a hostile agency; it excludes the progressive deteri- 
oration of property through a steadily operating cause.° 

“Other casualty” has been construed as not being limited to some 
act of nature. In Shearer v. Anderson,*® which involved loss from 
damage to an automobile due to the icy condition of the road result- 
ing from storms and freezing, the court said: ‘We find no basis, 
however, in the words or history of the act for such a limitation; on 
the contrary, as ‘casualty’ expresses rather the result than the cause 
of the damage, that is, the wreck itself rather than lightning, storm, 
or negligence of some person, so the ‘other casualty’ is at least as 
clearly ejusdem generis with shipwreck as with fire or storm.” In 
conformity with the decision in the Shearer case, all Internal Revenue 
Service rulings inconsistent therewith were revoked.™ 

The taxpayer is not allowed a casualty loss deduction when the 
loss is caused by his own negligence or carelessness, such as leaving 
a purse, package or other article on a bus or train or having a valu- 
able ring slip off his finger..* The Tax Court has consistently held 
that when a taxpayer makes payments to another person as compen- 
sation for injury to that person, the payments are not deductible as 
casualty losses.** In the B. M. Peyton case ** the court stated that the 
statute only allows deductions for losses of property belonging to the 


6 Fred J. Hughes, 1 B.T.A. 944 (1925). 
, Tol 544}. Commissioner, 54 F.2d 537 (2d Cir. 1931); Ray Durden, 
854 F.2d 537 (2d Cir. 1931). 

® Fay v. Helvering, 120 F.2d 253 (2d Cir. 1941 

1016 F.2d 995 (2d Cir. 1927); os M oun” -1 Cum. Butt. 219 (1927). 

# LT. 2363, VI-1 Cum. Buu. 220 

12 Edgar F. Stevens, 6 T.C.M. 805 & a7 

18 B. M. Peyton, 10 B.T.A. 1129 (1928) ; uel E. Ce ee BTA 
i’ Abe’ W. S. Dickason, 20 B.T.A. pe 1950) ; C. W. Stol 

1410 B.T.A. 1129 (1928). 
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taxpayer, and that it did not construe money paid to injured parties 
as being a loss of the taxpayer’s property within the intendment of 
the statute. However, if the damages arose out of the taxpayer’s 
business, then the payments to another person for injuries sustained 
would be deductible as a loss incurred in a trade or business. 

A casualty loss was not allowed where two diamond rings, valued 
at over $1300, were inadvertently thrown away with used paper 
handkerchiefs as the court held that the element of suddenness was 
missing.** Casualty losses were also disallowed where a taxpayer 
broke his watch while working,’** dropped and broke his glasses,*” 
and where a valuable dog disappeared while out for exercise with a 
trainer.** 

A loss occasioned by damage to an automobile maintained for pleas- 
ure, where such damage resulted from the faulty driving of the tax- 
payer or other person operating the automobile, but was not due to 
the willful act or negligence of the taxpayer, is a deductible loss in 
the computation of net income.*® If damage to a taxpayer’s auto- 
mobile results from the faulty driving of the operator of another 
automobile with which the automobile of the taxpayer collides, the 
loss occasioned to the taxpayer by such damage is likewise deduct- 
ible.2° In an automobile accident a casualty loss may be deductible 
even though the automobile is operated for pleasure ** or by an unau- 
thorized person.** 

In Matheson v. Commissioner ** where the loss of property was 
claimed from the rapid deterioration of taxpayer’s island residence 
by rusting and corrosion of reinforcing steel used in the cement sill 
and floor beams thereof, the court declared that “a steady labefaction 
from wind and weather more rapid than usual because of structural 
defects cannot reasonably be termed a casualty.” 

In United States v. Rogers** it was held that damage by termites 
or dry rot is not a sudden occurrence but is a development over a 
longer period of time, and a casualty loss deduction cannot be taken. 
A casualty loss deduction was also denied where termites destroyed 
the roofs and two porches upon taxpayers’ house.** However, in 


15 Keenan v. Bowers, 91 F.Supp. 771 oe 1950). 
16 Willard v. Thompson, 1 15 T.C. 609 (1950) 
17 Charles J. Voight, 8 T.C.M. 662 (1949). 
18 Waddell F. Smith, 10 T.C. 701 (1948). 
19 Anderson vy. Commissioner, 81 F.2d 457 (10th Cir. 1936) ; 
XV-1 Cum. Butt. 115 (1936) ; Contra Charles N. Burch, 4 B.T. 
20 U.S. Treas. Reg. 118, §39.23(c)- 1 en 
21 W. S. Bronson, 9 B. T.A 
22 See note 10 tag 
23 See note 8 su 
24120 F.2d 244" (oth Cir. 1941). 
25 See note 9 supra. 


G.C.M. 16255, 
A. 604 (1926). 
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Rosenberg v. Commissioner ** the court held that termite damage is 
a casualty and is deductible where it has the characteristic of sud- 
denness rather than of progressive deterioration—namely, a sudden 
and presently crippling invasion of termites. A district court fol- 
lowed this case in allowing deduction of amounts spent in repairing 
termite damage as a casualty loss where the evidence disclosed that 
at the time when taxpayer purchased a 12-year-old residence it was 
free from termites, and that on a particular day fourteen months 
thereafter “termites swarmed into the kitchen” even though the re- 
sultant damage extended over a long peri 

A loss sustained by a taxpayer through the bursting of a boiler 
used in the heating of his residence, which was due to the action of 
natural, physical forces and occurring suddenly, unexpectedly and 
without design of the taxpayer, was held to come within the definition 
of losses arising from “other casualty.” ** In an early Bureau ruling 
a casualty loss was allowed for damage to flooring and furniture re- 
sulting from the bursting of frozen water pipes.”® A casualty loss was 
also allowed where a taxpayer lost certain personal property located 
in a residence which was destroyed in 1940 as a result of bombard- 
ment of a city in France.*® A taxpayer was allowed a casualty loss 
on his home because the fall of a section of pre-cast plaster molding 
from the living room ceiling and cracks in the basement walls and 
floor, where the two adjacent houses had suffered similar damage, 
and an expert testified that the cracks were caused by a sudden set- 
tling of the land due to excessive recent rainfall, and not by progres- 
sive decay or erosion.** Casualty losses are allowable where there 
has been a relatively rapid and severe subsoil shrinkage resulting 
from unusually severe drought which weakened either vertical or 
lateral support for residential building foundations causing extensive 
cracking of walls, and other serious damage which could be attributed 
neither to faulty construction nor to such gradual settlement or subsi- 
dence as may normally occur over a period of years.** 

The Tax Court has held that where taxpayer’s residence was un- 
affected by routine blasting in a quarry but was damaged by an un- 
usually heavy blast, the resulting loss was deductible as a loss from 
“other casualty.”** The court stated that it would appear that a 
proper definition of the term “casualty” does not exclude the interven- 


26 Rosenberg v. Commissioner, 198 F.2d 46 = Cir. 1952). 
27 Shopmaker v. United States, 119 aa (E.D. Mo. 1953). 

281.T. 2231, IV-2 Cum. Butt. "53 (1925). 

29.0.D. 1076, 5 Cum. Butt. 138 a 

301.T. 3519, 1941-2 Cum. Butt. 96. 

81 Delbert P. Hesler, 13 T.C.M. 972 (1954). 

82 1954 Int. Rev. Butt. No. 10 at 6 (1954). 

88 Ray Durden, 3 T.C. 1 (1944). 
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tion of human agency, such as involved in setting off the blast involved 
in this case, and the prime element is that of suddenness as opposed 
to some gradually increasing result. Casualty losses have also been 
allowed in the following cases: for trees damaged by an ice storm,** 
drought losses,** earthquake damage,** hurricane damage to tax- 
payer’s beach house and jetty which protected the shore in front of 
his property,** damage to trees due to severe freeze,** and damage to 
house and lot due to a subterranean disturbance ;** but not where 
damage to residence was caused by excavations on adjoining prop- 
erty. 

In the following cases the taxpayer was denied a casualty loss de- 
duction: loss due to rat infestation,“ cost of recovering private liquor 
stock wrongfully seized by the police,** seizure of property by Alien 
Property Custodian,** and damage to an automobile through freezing 
of the motor.“ 


AMOUNT OF THE CasuALTy Loss 


As to casualty losses of individuals the rule to be applied in figur- 
ing the amount of the casualty loss is different in the case of business 
property and non-business property not held for the production of 
income. Depreciation is allowed on business property and on prop- 
erty held for the production of income, and the basis for determining 
the amount of loss sustained on such property is the adjusted basis, 
as in the case of losses from sales or exchange.*® To determine the 
adjusted basis, certain additions and reductions must be applied to the 
basis for the period beginning with the date of acquisition, or other 
basic date of the property, and ending with the date of its disposition. 
These adjustments generally consist of additions to the basis for in- 
vestments of capital, and reductions of the basis for recoveries of 
capital. There are also some adjustments required by statute which 
are of an arbitrary nature, and these adjustments are enumerated in 
Sections 1011-1022 of the Internal Revenue Code of 1954. 

Where the taxpayer had a part interest in a business building which 






84 Whipple v. United States, 25 F.2d 520 (D. Mass. 1928). 
85 Buttram v. Jones, 87 F.Supp. 322 (W.D. Okla. 1943). 
86 A-R.R. 4725, III-1 Cum. Butt. 143 (1924). 

8? William L. Schultz, 10 T.C.M. 1086 (1951). 

88 United States v. Barret, 202 F.2d 804 (5th Cir. 1953). 
89 Harry Johnston Grant, 30.B.T.A. 1028 (1934). 

# Daniel F. Ebbert, 9 B.T.A. 1402 (1928). 

41 Edward W. Banigan; 10 T.C.M. 561 (1951). 

42 See note 6 supra. 

#8 Thomas F. Gurry, 27 B.T.A. 1237 (1933). 

#4 Dean L. Phillips, 9 T.C.M. 501 (1950). 

45 See note 2 supra. 
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was extensively damaged by a hurricane on September 28, 1928, the 

General Counsel, Mr. C. M. Charest, of the Bureau of Internal Reve- 

nue said: 
It is contended that the amount of the loss is the difference 
between the depreciated cost or March 1, 1913, value of the 
building, as the case may be, and the salvage value of the prop- 
erty after the storm. This is the proper rule only when damaged 
property is to be discarded or junked. Otherwise, the rule is 
that the deductible loss is the same percentage of the depreciated 
cost or March 1, 1913 value, as the case may be, which the de- 
stroyed portion is of the entire property. If any portion of the 
building is continued in use, though damaged, a proportionate 
deduction may be taken.* f 

Depreciation is not allowed on non-business property not held for 
the production of income although such property is also subject to 
wear and tear. The amount deductible as a personal casualty loss is 
the lesser of the two following figures: (1) the sustained loss—that 
is, the value of the property just before the casualty less its value 
immediately thereafter, or (2) the adjusted basis of the property.* 

In the case of Helvering v. Owens * the Supreme Court stated 
that the Treasury rulings had not been consistent in regard to the 
adjusted basis of non-business property but that the construction 
which had been finally adopted was that the amount of the deduction 
may not exceed the cost, and in the case of depreciable non-business 
property may not exceed the amount of the loss actually sustained in 
the taxable year, measured by the then depreciated value of the prop- 
erty. 

The amount of the repair bill may not be the true measure of loss 
although it is frequently accepted by the Internal Revenue Service, 
and has been accepted by the Tax Court.“ In the Harmon case® 
the Tax Court accepted the costs of repairs as evidence of the amount 
of the casualty loss. The taxpayer testified that his property was 
worth approximately $10,000 before the casualty, and although there 
was no testimony as to the value of the property immediately after 
the casualty, there was very clear evidence that the cost of the neces- 
sary repairs to the property was $802.21; that these repairs did not 
care for all the damage; that the amount paid for repairs was not ex- 
cessive: and that the repairs did not increase the value of the prop- 


erty. 
The Internal Revenue Service has taken the position that amounts 


46 G.C.M. 6122, VIII-2 Cum. Buty. 115 1968). 
47 G.C.M. 16255, XV-1 Cum. Buix. 115 (1936 
48 305 U.S. 468, 471 (1939). 

49 W. F. Harmon, 13 T.C. 373 (1949). 

50 See note 49 supra. 
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received from the American Red Cross by a disaster victim in the 
form of cash or property for the purpose of restoring or rehabilitat- 
ing property of the victim which was lost or damaged in the casualty 
should be applied to reduce the amount of deductible loss sustained 
by the taxpayer. Food, medical supplies, and other forms of sub- 
sistence received by the taxpayer which are not replacements of lost 
property do not reduce the amount of any loss deduction to which he 
is otherwise entitled nor do they represent taxable income to him.” 

Amounts contributed by a taxpayer to promote the rehabilitation 
of its employees and their families who sustained injuries or dam- 
ages in a tornado are deductible as ordinary and necessary business 
expenses, and because such contributions are not related to services 
rendered but are based solely on need, they do not constitute income 
to the employees for Federal income tax purposes. In computing 
casualty loss deductions, the recipients of the rehabilitation payments 
should take them into consideration to the extent that such amounts 
are used by them as reimbursement for or replacement of property 
damaged or destroyed in addition to reimbursement from other 
sources. If the reimbursements should exceed the recipient’s basis in 
the property prior to the casualty, the amount of the excess cannot 
be used to increase the basis of the property.*? 

The taxpayer has the burden of proof to establish the fact that he 


has suffered a property loss in the taxable year and the amount of 
that loss. The difference in value before and after the casualty may 
be proved by expert appraisers.5* As a practical matter, the courts 
have recognized that the taxpayer will sometimes be unable to prove 
the actual amount of his loss because he hasn’t preserved all the neces- 
sary detailed records. In a recent case** the Tax Court stated: 


We are fully satisfied, on this record, that petitioner has not 
sustained its burden of proving uncompensated casualty losses 
in the amounts which it claimed. On the other hand, we are 
satisfied that petitioner did suffer some losses from these storms 
that were not covered by insurance and which were in excess of 
the amounts allowed as repairs. The vagueness and confusing 
character of the evidence makes it extremely difficult for us to 
fix the amount of such losses, but, doing the best we can with 
the material at hand, we find as a fact that petitioner suffered 
casualty losses in the fiscal years 1947 and 1948, in the amounts 
of $10,000 and $5,000, respectively, not compensated for by in- 
surance or otherwise and in excess of amounts allowed as de- 
ductions for repairs. 


51 Special Ruling, Internal Revenue Bureau, May 11, 1952. 
52 Rev. Rul. 131, 1953-2 Cum. Butt. 112. 

58 Mary Flegler Cary, 7 T.C.M. 724 (1948). 

54 Oceanic Apartments, Inc., 13 T.C.M 944 (1954). 
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The Internal Revenue Service has recommended that the taxpayer 
be prepared to submit evidence showing: (a) the nature of the casu- 
alty and when it occurred; (b) that the loss was the direct result of 
the casualty; (c) that he is the owner of the property; (d) the cost 
or other adjusted basis of the property, evidenced by purchase con- 
tract, deed, etc. (improvements should be supported by checks, re- 
ceipts, etc.) ; (e) depreciation allowed or allowable, if any; (f) values 
before and after casualty (pictures and appraisals before and after 
the casualty are pertinent evidence) ; and (g) the amount of insur- 
ance or other compensation received.** 

If the casualty loss exceeds the income of the year, the unused por- 
tion of the loss (excess over income) may be used to reduce the in- 
come of certain other years under the net operating loss provisions.®* 


YEAR IN WuicH Loss 1s DEDUCTIBLE 


The general rule is that losses for which an amount may be de- 
ducted from gross income must be evidenced by closed and completed 
transactions, fixed by identifiable events, bona fide and actually sus- 
tained during the taxable year for which allowed.*’ Ordinarily the 
loss is sustained in the year in which the casualty caused the damage, 
not the year in which the damage is repaired.** Where the storm 
damage to a beach cottage occurred in 1944, the loss was not allowed 
in 1945—the year in which the repairs were made.*® In a claim for 
damage to a yacht loaned to the Navy and where settlement was made 
in 1944, it was held that no deduction was allowable in 1945 for the 
amount it would cost in addition to the Navy award to restore the 
boat to yachting condition.” 

The Commissioner has consistently followed this general rule and 
holds that losses are deductible only in the year in which the casualty 
actually occurred. Two exceptions to the general rule have been ad- 
vanced by the courts. The first exception refers to those situations in 
which the loss was not discovered until a year subsequent to the year 
in which the casualty occurred. Where in 1940 a storm and freezing 
temperature injured trees in the taxpayer’s windbreak but the trees 
did not wither and die until 1941, the loss was allowed in 1941." 
Where the house floor buckled in 1946 as a result of a 1944 hurri- 
cane, the loss was deductible in 1946.% In the Barret case® the 

55 See note 5 

5¢6InT. Rev. Cope 

57 U.S. Treas. Reg. 118, § 39.23(e)-1 ME 

58 Ungar v. Commissioner, 204 F.2d 322 (2nd Cir. 1953). 

59 Hickman v. Commissioner, 207 F.2d 460 = Cir. 1953). 

60 Tone S. Wynne, 199 F.2d 958 (2nd Cir. 1952). 
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court allowed a deduction in 1946 even though the casualty occurred 
in 1943 and 1944 as the loss was not ascertainable until 1946. In 
that case severe freezes and storms in the winter of 1943-1944 had 
damaged trees on the taxpayer’s property which he attempted to save 
by hiring a tree expert, and it was not until 1946 that it was deter- 
mined that the trees could not be saved. 

The second exception made by the courts involves those cases in 
which there is insurance, and the insurance company denies liability 
for the loss. Burglary loss took place in 1925, and a deduction was 
allowed in 1928 when the suit against the insurance company was 
settled adversely to the taxpayer.* Fire occurred in 1931, and the 
deduction was allowed in 1933 when the insurance company compro- 
mised the claim after suit had been brought. A ship was wrecked 
in 1943, and a deduction was allowed in 1944 when the insurance 
company paid off the claim, even though the loss was $54,000 and 
the insurance coverage was only $40,000. Fire loss occurred in 1941, 
and a deduction was allowed in 1948 when the suit against the in- 
surance company was settled out of court. 

The operator of a night club which was completely destroyed by 
fire in 1946 attempted to take a casualty loss on his return for 1947 
for the difference between the adjusted basis of his property and the 
insurance on it, but the Tax Court upheld the Commissioner’s deter- 
mination that any loss deduction should have been taken on his 1946 
return. The taxpayer claimed that due to an investigation as to the 
honesty of the fire he was in doubt as to the amount of his recovery 
of insurance payments until April, 1947. However, the Tax Court 
held that there was no indication that the investigations were any- 
thing more than routine investigations of a fire of undetermined 
origin, and that there was no evidence that the insurance companies 
suspected the taxpayer of arson, or had any intention of not paying 
his claims in full. 

ConcLusIon 


Although the Internal Revenue Code of 1954 made many impor- 
tant changes in the federal income tax laws, the substance of the law 
was not changed with respect to the deduction for casualty losses. 
The taxpayer today is still confronted with the following problems 
regarding casualty losses: (1) construing the phrase “or other casu- 
alty,” (2) calculating the amount of the casualty loss which is de- 


* Allied Furriers Corporation, 24 B.T.A. 457 (1931). 
*5 Rose Licht, 37 B.T.A. 1096 (1938). 
*¢ Commissioner v. Harwick, 184 F.2d 835 (Sth Cir. 1950). 
*7 Charles F. Jeffrey, 12 T.C.M. 534 (1953). 

*8 Harry Brown, 23 T.C.—(1954). 
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ductible, and (3) determining the taxable year in which the loss is 
deductible. 

It is most important that the taxpayer realize that the burden of 
proof is upon him to substantiate the amount of the casualty loss. The 
questions dealing with the amount of the casualty loss and the taxable 
year in which it is deductible become purely academic if the taxpayer 
fails in his attempt to establish proof of the loss itself. Therefore, 
whenever a casualty loss occurs, the taxpayer should immediately 
take the necessary steps to gather the information which he will need 
to support his claim for a deduction on his income tax return. 


WitiiaM J. RYAN. 











RECENT CASES 


ConstiTuTIONAL LAW—FULL FaitH AND CREDIT—EFFECT oF Ex 
Parte Foreicn Divorce ON UNADJUDICATED CLAIM FOR MAINTE- 
NANCE.—Action for support and maintenance was initiated by the 
wife, who was domiciled in the District of Columbia, after the defend- 
ant had obtained an absolute divorce decree in Florida, which decree 
did not include support for his wife. The husband had remarried. In 
the divorce suit the wife was neither personally served with process 
nor did she appear or otherwise participate in the proceedings. The 
lower court considered the existence of the marital status as essential 
to the right to claim maintenance, but found that the husband had no 
bona fide intent to establish a permanent domicile in Florida, and, for 
this reason, held that the divorce decree was not entitled to full faith 
and credit. The husband appealed, urging that the district court 
erred in refusing to accord full faith and credit to the Florida decree. 
Held, reversed and remanded for redecision following the principle 
that a grant of maintenance in a suit filed after a valid ex parte for- 
eign divorce is consistent with the full faith and credit clause of the 
Constitution and is not barred by the public policy of the District of 
Columbia. Hopson v. Hopson, 221 F.2d 839 (D.C. Cir. 1955). 

It is required not that some, but that full faith and credit shall be 
given to a judicial decree of another state; that is, equal to that to 
which it is entitled in the state where rendered. Harding v. Hard- 
ing, 198 U.S. 317 (1905). Full faith and credit must be given a 
decree of divorce granted by the state of the matrimonial domicile on 
constructive service against the other spouse who is a non-resident of 
that state. Atherton v. Atherton, 181 U.S. 155 (1901). That full 
faith and credit need not be given to an ex parte foreign divorce was 
decided in Haddock v. Haddock, 201 U.S. 562 (1906), but after a 

eat deal of litigation the Supreme Court decided in Williams v. 

orth Carolina, 317 U.S. 287 (1942), that matrimonial domicile in 
the foreign state is not necessary to the destruction of the marital 
status by the courts of that state, a valid personal domicile by the 
plaintiff in the foreign state being sufficient. The state of the wife’s 
domicile, however, can examine the jurisdiction of the foreign state, 
and if it determines that the domicile is not bona fide, the divorce 
need not be recognized. Walliams v. North Carolina, 325 U.S. 226 
(1945) ; followed in Rice v. Rice, 336 U.S. 674 (1949). Although 
these cases have aided in clarifying the domicile question, the prob- 
lem still exists as to what extent a valid ex parte divorce should be 
recognized in a sister state. As stated in the second Williams case, 
supra, at 232, “. . . The necessary accommodation between the right 
of one state to safeguard its interest in the family relation of its own 
people and the power of another state to grant divorces can be left to 
neither state.” ' 

While a divorce had been historically recognized as a proceeding 
in rem, Ditson v. Ditson, 4 R.I. 87 (1856) ; In re Newman, 75 Cal. 
213, 16 Pac. 887 (1888) ; it was held in Haddock v. Haddock, supra, 
that a suit for divorce brought in a state other than that of the domi- 
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cile of matrimony is not a proceeding in rem. However, in the first 
Williams case, supra, decrees of divorce were declared to be more 
than in personam judgments, involving as they do the marital status 
of the parties. 

The judicial doctrine of divisible divorce, a doctrine in which an 
ex parte divorce is held to be effective insofar as it affects marital 
status but ineffective on the issue of alimony, was adopted in Estin v. 
Estin, 334 U.S. 541 (1948), the Supreme Court basing its decision on 
two grounds : (1) that the state of the wife’s domicile had a legiti- 
mate interest in her economic welfare, and (2) that the New York 
judgment for separate maintenance was an intangible property inter- 
est over which the Nevada court had no power when they lacked 
personal jurisdiction over the wife. The husband in the Estin case 
had obtained an ex parte foreign divorce in Nevada after a New York 
court had awarded his wife a decree for permanent alimony. While 
there has been no ruling by the Supreme Court on the question of an 
unadjudicated claim for maintenance after the husband’s ex parte for- 
eign divorce, it has been held that full faith and credit need not be 
given to a foreign ex parte divorce insofar as it affects the custody of 
children. May v. Anderson, 345 U.S. 528 (1953). 

In the principal case the doctrine of divisible divorce was extended 
to a case where the wife had not reduced her claim to judgment before 
the divorce by the husband. To obtain this result it was necessary to 
reverse in part Meredith v. Meredith, 204 F.2d 64 (D.C. Cir. 1953). 

The effect of the Estin decision was to leave the question of mainte- 
nance to the public policy of the state of the wife’s domicile. In the 
Meredith case the court had interpreted the local statute, D.C. Copr 
§ 16-415 (1951), as requiring the existence of the marital status in 
order that a suit for maintenance might lie; while in the instant case 
the court did not rely on the statute as its source of authority, but 
looked to the general equity powers of the court. The statute is 
merely specific authorization to enter a maintenance decree and is 
not a limitation on the court’s general equitable powers to enter such 
a decree. Tolman v. Tolman, 1 App. D.C. 299 (1393) 

There is sharp conflict of authority as to rr the divisible 
divorce concept should include the case where the wife’s claim for 
maintenance has not been reduced to judgment prior to the divorce. 
See 28 A.L.R. 2d 1378 (1953). Professor Morris, in 64 Harv. L. 
Rev. 1287 (1951), suggests that the doctrine be restricted to the case 
in which the wife is domiciled in a state where the ex-husband can 
be compelled to support her. Note the dissenting opinions of Mr. 
Justice Frankfurter and Mr. Justice Jackson in the Estin case. Many 
of the cases which appear to reject the rule of the Estin case, or do 
not wish to extend it to an unadjudicated claim, are actually applying 
the reasoning of the Meredith case, i.c., the court is bound in the 
particular case by local public policy, expressed by statute, which 
requires the marital status as a basis for a maintenance action. Peff 
v. Peff, 2 N.J. 513, 67 A.2d 161 (1949) ; Rodda v. Rodda, 185 Ore. 
140, P.2d 616 (1948), cert. denied, 337 U.S. 946 (1949). From 
an analysis of the cases, it is obvious that there is little uniformity 
among the courts as to the effect to be to foreign ex parte 
divorces. In Pawley v. Pawley, 46 So. oir 464 (Fla. 1950), cert. 
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denied, 340 U.S. 866 (1950) the husband’s obligation to support his 
wife was held to continue although her claim had not been reduced 
to judgment prior to the husband’s foreign divorce. Contra, Com- 
monwealth v. Petrosky, 168 Pa. Super. 232, 77 A.2d 647 (1951). 
Chief Judge Stephens, in the principal case, dissents because he 
feels that the majority opinion adds to the confusion, pointing out 
that the divisible divorce concept should not be extended unneces- 
sarily, particularly when a decision favorable to the wife could have 
been reached by simply adopting the finding of the lower court. How- 
ever, it is submitted that the court is correct, since the interest of the 
state in the welfare of the wife is the same whether or not her claim 
has been reduced to judgment, and local public policy should control 
on that issue. At the same time the decision considers the interest 
of the husband and the state of his domicile in preventing bigamous 
marriages and the bastardizing of children. Jack Bonney. 





GovERNMENT CoNTRACTS—LIMITATIONS ON DISCLAIMER OF LIA- 
BILITy CLAUSES.—By the terms of a government construction con- 
tract, the Government was to arrange for the purchase and delivery 
of cement to a designated rail point as requested by the contractor. 
Although it had notice of an impending strike on the railroad which 
hauled the cement, the Government negligently failed to provide for 
an alternate means of transportation. When the strike occurred, a 
delay in the construction occurred which increased the contractor’s 
cost of performance approximately one-half million dollars. This suit 
was brought to recover for the increased cost. The Government 
sought to avoid liability on the basis of a disclaimer of liability clause. 
Held, motion to dismiss denied; a disclaimer of liability clause will 
not provide immunity for all kinds or degrees of negligence. Ozark 
Dam Constructors v. United States, 130 Ct.Cl. 354 (1955). 

A constructive or implied condition of cooperation in the contract 
required the Government to exercise diligence in obtaining delivery of 
the cement. Foley v. United States, 329 U.S. 64 (1946); W. E. 
Barling v. United States, 126 Ct.Cl. 34, 111 F. Supp. 878 (1953) ; 
Patterson, Constructive Conditions in Contracts, 42 Cotum. L. Rev. 
903 (1942). Such a condition is not breached if there is a diligent 
effort to perform. W. E. Barling v. United States, supra. But the 
Government is liable for losses to a contractor due to delays caused 
by it where the element of diligence in attempting to perform is not 
present, Fuller v. United States, 108 Ct.Cl. 70, 69 F. Supp. 409 
(1947) ; unless there is an express provision in the contract reliev- 
ing the Government from liability for damages caused by delays, and 
the contract was made in contemplation of the risk of delays, Wells 
Brothers Co. v. United States, 254 U.S. 83 (1920); Wood v. United 
States, 258 U.S. 120 (1922) ; or the delays were incident to the mak- 
ing of changes where the Government had reserved that right, Crook 
Co. v. United States, 270 U.S. 4 (1926) ; United States v. Rice, 317 
U.S. 61 (1942). ‘A provision providing that the contractor will be 
given additional time in which to perform and will not be required 
to pay liquidated damages when delays occur which are not his fault, 
does not limit the contractor’s right to a mere extension of time, but 
he can also recover . Harwood-Nebel Construction Co. v. 
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United States, 105 Ct.Cl. 116 (1945). There was such a provi- 
sion, which is a standard provision in government construction con- 
tracts, in the instant contract. The Government contended that as it 
was expressly relieved from liability for losses due to delays, the 
contractor’s rights were limited to an extension of time in which to 
perform. 

In a recent case in which the Government had negligently failed 
to deliver materials necessary for performance by the contractor and 
losses had occurred due to the resulting delay, the Court of Claims 
allowed recovery. The Kehm Corp. v. United States, 119 Ct.Cl. 454, 
93 F. Supp. 620 (1950). The court said that if the Government 
wished to limit a contractor’s remedy to an extension of time, it should 
include an express provision to that effect when it drafted the con- 
tract. From this statement and similar language in the Fuller case, 
supra, the Government contended in the instant case that it follows 
that an express disclaimer of liability for delays in the contract relieves 
the Government from liability. It was further argued that the con- 
tractor, being aware of the fact that it bore the risk of losses due to 
delays in delivery of the cement, contracted in contemplation of that 
risk and adjusted the contract price accordingly. These arguments 
were rejected by the court on the grounds that it was against public 
policy to permit the Government to contract so that it was not liable 
for the consequences of negligent conduct that was almost willful. 
The court said, however, that it did not hold that a provision such as 
the one in the instant case would not be effective with regard to some 
kinds or degrees of negligence. 

The cases, including the instant case, indicate that where there is 
an implied condition of cooperation arising from a promise by the 
Government to furnish materials necessary for the contractor’s per- 
formance, a standard of diligent or reasonable effort to perform will 
be the criterion of liability, Foley v. United States, supra; W. E. 
Barling v. United States, supra. An express provision may, however, 
relieve the Government of liability for losses resulting delays 
which it causes, but it must be affirmatively shown that the risk was 
calculable and that the contract was made in contemplation of the 
risk. Wells Brothers Co. v. United States, supra; Wood v. United 
States, supra. Such a provision will be ineffective as being against 
public policy, however, if it attempts to give legal immunity to a 
standard of conduct that falls too far below an acceptable standard. 

It is believed that when the court speaks of lack of diligence in 
attempting to perform an implied condition, it might well use the 
phrase “negligent failure to perform.” When lack of diligence and 
negligence are equated in these decisions, it is seen that the basic 
problem being dealt with is that of contracting to relieve the Govern- 
ment from liability for damages caused by its negligent failure to per- 
form a contractual duty. 41 Harv. L. Rev. 398 (1928). It then 
follows that the well known principles and limitations applicable to 
contracts for exemption from tort liability are controlling here. Re- 
STATEMENT, Contracts §574 (1932); 20 Cornett L.Q. 352 
(1935) ; 4 Mo. L. Rev. 55 (1939). 

The holding in the instant case is sound and is of considerable im- 
portance because it clarifies the limitations on the effect that the court 
















150 THE GEORGE WASHINGTON LAW REVIEW 


will give to disclaimer of liability clauses for delays in construction 
contracts. It is submitted that the Government may not exempt it- 
self from liability for willful failure to perform an implied condition 
or for failure due to gross negligence, but that such exemption will 
be effective when the failure is due to ordinary negligence. 

Charles M. Cable. 


Lasor Law — Non-Communist AFFIDAVITS— AUTHORITY OF 
NLRB To Decrare a LaBor Union Not iN COMPLIANCE WITH 
Sec. 9(h) or Lasor MANAGEMENT RELATIONS Act.—Following the 
conviction of a labor union officer on the ground that his non-Com- 
munist affidavit filed with the National Labor Relations Board 
(NLRB) in 1950 was false, the Board notified the union that un- 
less such officer were removed from office it would deem the union 
not to be in compliance with sec. 9(h) of the Labor Management 
Relations Act (LMRA), 61 Strat. 146 (1947), as amended, 29 
U.S.C. § 159 (1952) (Taft-Hartley Act). Instead, the union unani- 
mously reelected said officer president of the union, and he filed an- 
other affidavit. The Board rejected this affidavit and ordered that 
no further benefits under the act be accorded to the union or to any 
of its affiliates or constituent units until it had complied with the re- 
quirements of sec. 9(h). The district court enjoined the Board from 
carrying out its order, and the Board appealed. Held, affirmed; the 
Board does not have authority to deprive the union of its compliance 
status under sec. 9(h) of the act, even if the union membership was 
aware of the falsity of the non-Communist affidavit filed by the union 
officer. Farmer v. International Fur & Leather Workers, 221 F.2d 
862 (D.C. Cir. 1955). 

Sec. 9(h) of the LMRA provides that: “No investigation shall 
be made by the Board . . . unless there is on file with the Board an 
affidavit executed contemporaneously or within the preceding twelve- 
month period by each officer of such labor organization . . . that he 
is not a member of the Communist Party or affiliated with such party. 

.” The purpose of this provision was to provide an incentive for 
labor unions to rid themselves of Communist leadership, by with- 
holding the benefits of the act from unions whose officers failed to 
file the required affidavits. H.R. Rep. No. 245, 80th Cong., Ist Sess. 
38 (1947). Compliance is important to a union, since the Board 
will not process unfair labor practice charges brought by a non-com- 
plying union, LMRA secs. 9(h), 10(b) ; such union cannot be certi- 
fied by the Board as an exclusive bargaining representative, LMRA 
secs. 9(h), 9(c); and it is unlawful for such a union to negotiate 
a union shop agreement, LMRA sec. 8(a)(3). Despite much liti- 
gation, the constitutionality of sec. 9(h) has been upheld. Osman v. 
Douds, 339 U.S. 846 (1950). 

The decision in the instant case settles a controversy which has 
been in issue for over two years. The question is whether the Board 
has any affirmative power to declare a labor union not in compliance 
with sec. 9(h), on the basis of falsity of an affidavit filed by a union 
officer, or whether its power is limited to determining whether the 
required affidavits have been filed. The legislative history of sec. 
9(h) reveals very little on this point. It is clear that Congress in- 
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tended to place upon the Department of Justice the duty and power 
to investigate suspected affidavits, in order to avoid tying up Board 
processes with such collateral determinations. 93 Conc. Rec. 6593 
(1947). But nowhere is there any indication as to whether Congress 
contemplated action by the Board after a union officer was convicted 
of filing a false affidavit. In a post-legislative declaration on this 
point, however, the Senate Subcommittee on Labor and Labor-Man- 
agement Relations expressed the opinion that Congress did not in- 
tend to preclude the Board from withdrawing the benefits of the act 
after a conviction, and concluded that the Board has authority under 
existing law to declare a union not in compliance with sec. 9(h) 
where such action is adjudged to be necessary to protect its own 
Pigs) from abuse. S. Doc. No. 26, 83d Cone., Ist Sess. 28 

This issue did not arise until five years after the passage of the 
LMRA, owing to the Board’s initial policy of refusing to inquire 
into the truth or falsity of affidavits, Metropolitan Life Insurance Co., 
90 N.L.R.B. 935 (1950); and because of difficulties encountered in 
obtaining convictions due to the wording of the affidavit, S. Doc. 
No. 26, supra at 14. When a conviction was finally obtained by the 
Department of Justice in 1952, the Board took immediate action, 
declaring the union not in compliance with sec. 9(h) and revoking 
previous certifications. Local 80-A Packinghouse Workers of Amer., 
101 N.L.R.B. 1253 (1952); Kind and Knox Gelatine Co., 101 
N.L.R.B. 1255 (1952). Although this conviction was later reversed 
on jurisdictional grounds, Valenti v. U.S., 207 F.2d 242 (3d Cir. 
1953), the Board’s authority to take such action following a convic- 
tion was not challenged. 

In 1953 the Board departed from its previous policy by threatening 
to declare out of compliance three unions whose officers refused to 
reaffirm the truth of their affidavits. The court enjoined the proposed 
action on the ground that “the Board has no power to inquire as to 
the truth or falsity of the affidavits.” United Electrical, Radio and 
Machine Workers of Amer. v. Herzog, 110 F. Supp. 220 (D.D.C.), 
aff'd, 211 F.2d 36 (D.C. Cir. 1953). In a later case the Board was 
enjoined from carrying out a proposed policy of withholding cer- 
tification from a union pending the outcome of judicial proceedings 
against a union officer indicted for allegedly filing a false affidavit. 
International Fur and Leather Workers Union v. Farmer, 117 F: 
Supp. 35 (D.D.C. 1953). In both cases the Board attempted to act 
before any determination of falsity had been made. 

In taking its action in the instant case the Board relied on two 
important distinctions: first, the Board took no action until after 
an actual conviction had been obtained by the Department of Justice ; 
secondly, the union membership allegedly was aware of the falsity 
of the affidavit filed by its president in 1954. 

Although the first distinction reestablished the Board’s action as 
being in accord with congressional intent, the significance of this 
distinction apparently had been vitiated, in the meantime, by the 
language of the affirming opinion in the United Electrical case, supra, 
wherein the court of appeals pronounced that “the Board has no au- 
thority under the Act to deprive unions of their compliance under 
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sec. 9(h).” The implication is that the Board has no power under 
any circumstances to decomply a union on the strength of a false affi- 
davit, even though the determination of falsity is made by some 
agency other than the Board and is made on a current affidavit. This 
pronouncement was based upon the absence of a finding of any leg- 
islative intent to punish innocent union members where an officer 
deceived both them and the Board by filing a false affidavit, and the 
conclusion of the lower court that the Board has no inherent power 
under the act to protect its processes from abuse. But see, as to the 
latter point, NLRB v. Indiana & Michigan Electric Co., 318 U.S. 9 
(1943); NLRB v. Donnelly Garment Co., 330 U.S. 219 (1947); 
= oye v. Fulton Bag & Cotton Mills, 180 F.2d 68 (10th Cir. 

Despite its unequivocal pronouncement in the United Electrical 
case, supra, the court of appeals nevertheless suggested in that opin- 
ion the second distinction relied on by the Board in the instant case, 
when it added “We need not decide whether the union would be 
barred from the Act’s benefits if its membership was aware of the 
alleged falsity of the affidavit.” The validity of this “membership 
awareness” distinction was the main question to be decided in the 
instant case. 

In advancing the “awareness” issue the Board contended that the 
conviction of the union president on his 1950 affidavit, having dem- 
onstrated that he was then a member of the Communist Party, gave 
rise to a presumption of continuation of such membership. Brief 
for Appellants, p. 24, Farmer v. International Fur and Leather W ork- 
ers Union, supra. This contention was based primarily on a prior 
holding by the Sixth Circuit, which had sustained a Board inference 
that union membership cards signed two years earlier evidenced cur- 
rent membership. NLRB v. Piqua Munising Wood Products, 109 
F.2d 552, 554 (6th Cir. 1940). 

The ‘ ‘membership awareness” doctrine had already passed the Dis- 
trict of Columbia courts in a previous test. International Union of 
Mine, Mill & Smelter Workers v. Farmer, 33 L.R.R.M. 2777 
(D.D.C. 1954). In that case, a union officer published a statement 
in the union newspaper that he had resigned from the Communist 
nk order to be able to file the required affidavit, but that he 

ill believed in the principles of Communism. In refusing to enjoin 
an administrative investigation of the matter commenced by the 
Board, the district court held that the Board would be empowered to 
bar the union from the Act’s benefits if it found that the officer had 
acknowledged the a of his affidavit and that the union members 
were aware thereof. e court of appeals upheld dismissal, although 
on different grounds. 218 F.2d 42 (D.C. Cir. 1954). Shortly be- 
fore the instant decision the Board announced that its investigation 
had determined the above facts to be as alleged, and it declared the 
union and its affiliated locals to be out of compliance with sec. 9(h). 
Mine, Mill & Smelter Workers, Inc., 111 N.L.R.B. No. 71 (Febru- 
ary 1, 1955). 

The result in the instant case may have been determined, to some 
extent, by the recent enactment of the Communist Control Act of 
1954, Act of August 24, 1954, c. 886, 68 Strat. 775 (codified in scat- 
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tered sections of 50 U.S.C.), which empowers the Subversive Activi- 
ties Control Board (SACB) to determine whether a labor organiza- 
tion is Communist-infiltrated, and provides that, upon such finding, 
the union shall be deprived of benefits under the LMRA. The new 
law does not repeal sec. 9(h) of the LMRA, but it does obviate the 
problems encountered in proving the falsity of affidavits filed by union 
officers, by providing broad circumstances under which a union may 
be deemed Communist-infiltrated. Communist Control Act of 1954, 
supra, sec. 7(a). The new law is not without its potential weak- 
nesses, however, since determinations made by the SACB must be 
subjected to judicial review before any action can be taken, and legal 
roadblocks are anticipated at every stage. Interview with Guy 
Farmer, Chairman of NLRB, Nation’s Business, February 1955. 

By quashing the incipient “awareness” doctrine and reaffirming 
the broad language of its holding in the United Electrical case, the 
court of appeals has now precluded the Board from taking any action 
whatsoever against a labor union after an officer of the union has 
been convicted of filing a false non-Communist affidavit. If this de- 
cision stands, any future utilization of the threat of decompliance as 
an effective means of inducing unions to rid themselves of Commu- 
nists, can come only from a successful adjudication by the SACB 
that a union is Communist-infiltrated, or by an amendment to sec. 
9(h) expressly giving to the NLRB power to take effective decom- 
pliance action under specified conditions. It is submitted that while 
the court may have been correct in disaffirming a distinction which 
appears to have been somewhat artificial, nevertheless the court could, 
and should, have upheld the Board’s action in the instant case as an 
exercise of the power to prevent abuse of its processes. 

Jonathan W. Sloat. 


PATENTS—ANTICIPATION—PRIOR KNOWLEDGE Or Use.—Appel- 
lant’s claims were rejected upon the disclosure of an article pub- 
lished within twelve months prior to the filing date of his application. 
Appellant filed an affidavit under Rule 131, RuLEs oF PRACTICE OF 
Tue Unitep States Patent Orrice (1953), purporting to show 

ate of 


completion of his invention prior to the publication the refer- 
ence. The examiner held the affidavit to be insufficient to overcome 
the published article as a reference since a footnote thereto stated that 
the subject matter of the article was taken from a thesis presented by 
the author four years earlier, the publication of which had been de- 
layed for security reasons. The thesis had been classified confidential 
by the United States Navy for whom the experimental work leading 
to the thesis had been done. An appeal was taken to the Patent 
Office Board of Appeals. Held, affirmed; appellant’s claim of novelty 
was negatived by prior knowledge, as adduced from printing date of 
thesis which was maintained secret by official order and, in addition, 
by the date on which the article was received by the publisher for 
blication, which also was more than one year prior A cawemey 
ling date. Ex parte Ordas, 104 U.S.P.Q. 74 (Pat. Off. of App. 
1955). 
In Vidal this decision, the board relied ostensibly upon the cases 
of Ex parte Theimer, 100 U.S.P.Q. 168 (Pat. Off. Bd. of App. 
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1952) and Ex parte Speier, 100 U.S.P.Q. 169 (Pat. Off. Bd. of App. 
1952), which hold that the date on which an article is initially re- 
ceived for publication establishes prior knowledge which will bar is- 
suance of a patent under 35 U.S.C. § 102 (a) (1952) unless over- 
come by an affidavit under Rule 131, supra. See also Ex parte Perly, 
72 U.S.P.Q. 397 (Pat. Off. Bd. of App. 1946). 

The holding in these cases results from the reasoning of Alexander 
Milburn Co. v. Davis-Burnonville Co., 270 U.S. 390 (1926), in which 
it was determined that for the purpose of anticipating a subsequent 
inventor the disclosure of a United States patent dates from the filing 
date of the application, notwithstanding the fact that such application 
is maintained secret in the Patent Office. Rule 14 (a), RULEs oF 
Practice Or THE UNitTep States Patent OrFice (1953). In the 
Milburn decision, supra, the Supreme Court held that an applicant for 
a patent who has disclosed his invention to the public and thus dem- 
onstrated prior knowledge has done all that is required, and no policy 
of law should permit a subsequent inventor to profit from the delay 
in the Patent Office so as to make himself out to be the first inventor. 
See Note, Extension of the Milburn Rule to Printed Publications, 
23 Geo. Wash. L. Rev. 486 (1955), for a discussion of the Theimer 
and Speier decisions, supra, and their relation to the doctrine of the 
Milburn decision. 

The decision in the instant case goes beyond the Theimer and 
Speter cases and holds that prior knowledge also may be established 
as of the printing date of a thesis, although a secrecy order is imme- 
diately imposed by the United States Government or an official 
thereof requiring that no information relating to the work under con- 
tract shall be disclosed to any person not entitled to receive it. 

The applicable statute provides that a person shall be entitled to a 
patent for an invention “not known or used by others in this coun- 
try” before his invention thereof. 35 U.S.C. §102(a) (1952). The 
question of what constitutes prior knowledge or use is not a new one. 
In one of the earliest reported cases on the subject, it was held that 
it was not necessary to prove general knowledge or use of the prior 
anticipating invention if it had been in actual use, however limited. 
Bedford v. Hunt, 3 Fed. Cas. 37, No. 1217 (C.C.D. Mass. 1817). 
Where a patented machine was shown to have been known and used 
by others than the patentee prior to his invention thereof, the court 
held that: “‘A subsequent inventor, although an original inventor, is 
not entitled to any patent. If the invention is perfected, and put into 
actual use by the first and original inventor, it is of no consequence, 
whether the knowledge or use thereof is limited to a few persons, or 
even to the first inventor himself”. Reed v. Cutter, 20 Fed. Cas. 
435, No. 11645 (C.C.D. Mass. 1841). A single instance of knowledge 
or use may be sufficient to invalidate a patent. Consolidated Fruit 
Jar Co. v. Wright, 94 U.S. 92 (1877); Egbert v. Lippmann, 104 
U.S. 333 (1881). In an infringement suit where defendant showed 
that a structure similar to that claimed by the patentee had been built 
before his invention thereof and displayed to four or five people, the 
Supreme Court held that this prior knowledge and use constituted a 
valid defense. Coffin v. Ogden, 85 U.S. (18 Wall.) 120 (1873), In 
that case the Court said that prior knowledge and use by a single per- 
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- = sufficient ; the number is immaterial. Coffin v. Ogden, supra, 
at ; 

A patent was held invalid by the Supreme Court because the sub- 
ject thereof had been constructed once previously by another and used 
in his employer’s mill in the view of other employees although con- 
cealed from the general public. Brush v. Condit, 132 U.S. 39 (1889). 
Although devices are hidden from view and kept secret from the 
general public, knowledge of them may bar the issuance of, or in- 
validate, a patent. Hall v. MacNeale, 107 U.S. 90 (1883); Imter- 
national Tooth Crown Co. v. Gaylord, 140 U.S. 55 (1891); Mac- 
Beth Evans Glass Co. v. General Electric Co., 231 Fed. 183 (N.D. 
Ohio 1916), aff'd, 246 Fed. 695 (6th Cir. 1917), cert. denied, 246 
U.S. 659 (1918) ; Midland Flour Milling Co. v. Bobbit, 70 F.2d 416 
(8th Cir. 1934). 

The Supreme Court, in Corona Cord Tire Co. v. Dovan Chemical 
Corp., 276 U.S. 358 (1928), held that prior knowledge and use lim- 
ited to a laboratory and lecture room by one other than a subsequent 
patentee would invalidate the patent. The Court observed that al- 
though the prior discoverer had abandoned any claim as against the 
public for a patent, he had not abandoned it as against a subsequent 
discoverer or patentee. 

One man’s prior knowledge as evidenced by memoranda in a per- 
sonal notebook that disclosed the invention claimed by a subsequent 
inventor will invalidate the latter’s patent. Tumbler v. Baltimore 
Paint and Color Works, Inc., 28 U.S.P.Q. 69 (D.Md. 1935). The 
fact that a party had shown to one company blueprints which dis- 
closed the device claimed by a subsequent inventor has been held to 
be sufficient evidence of prior knowledge. Imperial Brass Mfg. Co. 
v. Nelson, 194 Fed. 165 (C.C.N.D. Ill. 1912). 

In enacting 35 U.S.C. § 102 (a), supra, the legislature noted that 
the interpretation by the courts of this section has been more re- 
stricted than the actual language would suggest (for example, 
“known” has been held to mean “publicly known”), but no change in 
the language was made. See 34 J. Pat. Orr. Soc’y 586 (1952). 
Where the subject matter of a patent had been known and used in the 
factory of another with the patentee’s consent, the court held that it 
was immaterial whether it was open to the public generally since at 
least two people had unrestricted use of the device without injunction 
of secrecy. Manning v. Cape Ann Isinglass and Glue Co., 108 U.S. 
462 (1883). A prior use of a machine known to numerous employees 
not pledged to secrecy was held to be a public use although an at- 
tempt was made to keep it from the general public. Standard Auto. 
Mach. Co. v. Karl Keifer Mach. Co., 18 F.2d 326 (S.D.N.Y. 1925), 
aff'd, 18 F.2d 331 (2d Cir. 1927). In that case, the court observed 
that while the uses of the anticipating machine had about them cer- 
tain elements of secrecy, it was apparent that the uses were not 
strictly secret. Standard Auto. Mach. Co. v. Karl Keifer Mach. Co., 
supra. 

th a recent case a patent was held invalid because of prior knowl- 
edge and use of a method of oil prospecting by a few employees of a 
large oil-producing company. The subsequent discoverer-patentee 
contended that although there was a prior inventor, no effort had been 
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made to disclose the development to the public. The court ruled 
that where there is no injunction of secrecy to employees in a delib- 
erate attempt to conceal the development, and it was practiced openly, 
the statute does not require an affirmative act to inform the public of 
the development. Moreover, the court cited the Corona case, supra, 
as authority for holding that “public knowledge” need not be shown 
to invalidate the patent issued to a subsequent discoverer. Rosaire 
v. Baroid, 218 F.2d 72 (5th Cir. 1955). 

Similarly, the same reasoning has been applied by courts in finding 
the absence of such “public knowledge” or use as would bar issuance 
of, or invalidate, a patent. The Supreme Court in Gayler v. Wilder, 
18 U. S. (10 How.) 466 (1850), stated that prior knowledge or use 
would not bar a subsequent inventor from obtaining a patent where 
it was shown that the allegedly anticipating device was not accessible 
to the public, had been substantially abandoned and had passed from 
the memories of those who had used it. It has been said that this 
case sets forth an exception to the prior knowledge rule of the statute 
where rediscovery of a “lost art” is involved. WALKER ON PATENTS 
§ 58 (Deller’s ed. 1937). Where the prior secret knowledge and use 
by others than the patentee of fasteners hidden from view in tea boxes 
was advanced to invalidate a patent, the court held that there was 
insufficient evidence of anticipation until the public acquires or has 
the opportunity to acquire knowledge enabling one skilled in the art 
to practice the invention. Acme Flexible Clasp Co. v. Cary Mfg. 
Co., 96 Fed. 344 (S.D.N.Y. 1899), aff'd, 101 Fed. 269 (2d. Cir. 
1900). 

atid prior “public knowledge” or use by a single person be- 
fore patentee’s invention is sufficient to invalidate his patent. Toch 
v. Zibell, 231 Fed. 711 (2d. Cir. 1916). 

Is the phrase “prior public knowledge” synonymous with “prior 
knowledge” or is it an exception to the rule of 35 U.S.C. § 102(a), 
supra? If there is such an exception, it has been held to apply only 
where the first inventor deliberately intends to keep his invention 
secret because he thinks he can thereby make out of a monopoly in 
fact more than he could obtain from one legally given by the patent 
laws. E.W. Bliss v. Southern Can. Co., 251 Fed. 903 (D.Md. 1918). 

It is suggested that in the instant case the knowledge of others of 
the invention subsequently made is “prior knowledge” within the 
meaning of the statute regardless of the limited extent of that knowl- 

e among the general public. Such knowledge is, in essence, “prior 
public knowledge” although deliberately limited to those having the 
requisite security clearance. To grant a patent to a subsequent in- 
ventor for something already known to a limited number of the gen- 
eral public would deprive the public of their rights to the invention 
which has been dedicated to them by the prior inventor axon 
temporarily withheld from them for security reasons. Although the 
result in the instant case appears to be consonant with the spirit of 
the patent law, it is nonetheless submitted that this subject requires 
clarification through legislative action in this age of security con- 
sciousness. Gerald E. McGlynn, Jr. 








